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Basis of Property

Transferred at Death
Under the Tax Reform Act of 1976
By Jefferson D. Collins*

One of the more important provisions of the Tax Reform Act of 1976'
and one that will tend to grow in importance with each passing day2 is
§2005(a), which provided for the virtual replacement after December 31,
1976, of §1014 by §1023. Section 1014 provides that the basis of property
acquired from a decedent is its fair market value at the applicable estate
tax valuation date.3 Section 1014 could produce a decrease in the basis of
property which had declined in value. As property has generally tended to
appreciate over time, however, and as people have tended to make sure
that depreciated property was disposed of before death, the more normal
effect of §1014 was to step up the basis of property acquired from decedent
and to therefore forgive potential income tax on appreciation which arose
between date of purchase and death.4 Section 1014 remains part of the
Code after the effective date of §1023,1 but the scope of its application is
severely limited. Under the general rule now set out in §1023, the pre-death
adjusted basis of property is carried over, with some adjustments, into the
hands of a person acquiring it from the decedent. The potential income tax
on appreciation existing at death is not forgiven, but is generally only
delayed.' Thus, after a half century of divergence, the basis of property
transferred at death is now governed by a rule similar to the one governing
transfers by gift.7
The scope of this article is limited to an examination of the technical
workings of §1023 and §1015(d)(6). It contains suggestions for changes in
the sections, but these are within the framework of stated congressional

* Assistant Professor of Law, Walter F. George School of Law, Mercer University.
Hampden-Sydney College (B.S., 1966); University of Virginia (J.D., 1971).
1. Pub. L. No. 94-455, 90 Stat. 1520.
2. See I.R.C. §1023(h).
3. This date is either the actual date of the decedent's death, I.R.C. §2031, or if the
decedent's representative so elects, the alternate valuation date. I.R.C. §2032.
4. H.R. RP. No. 1380, 94th Cong., 2d Sess. 36 (1976).
5. I.R.C. §1014(d).
6. The tax will be forgiven to the extent of any decline in the value of the property between
the date of death and the date of sale.
7. I.R.C. §1015.
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goals. The article does not consider the more fundamental question of
whether Congress should have gone a step further and treated a transfer
of property at death or by gift as a realizing event, giving rise to gain or
loss. Nor does it contain a systematic examination of planning devices that
might be used to minimize the impact of §1023.
A brief description of the legislative history of §1023 and §1015(d)(6)
may be helpful. These two provisions did not have their origin in H.R.
10612,8 the bill that became the Tax Reform Act of 1976, but in H.R. 14844,
the Estate and Gift Tax Reform Bill of 1976.1 Portions of the Estate and
Gift Tax Reform Bill, including §1023 and §1015(d)(6), were added as an
amendment to H.R. 10612 in conference. The Committee of Conference
stated with regard to such amendments: "In those cases where the proposed amendment follows H.R. 14844, the conferees agree with and incorporate the explanation of those provisions contained in House Report 941380 (the Ways and Means Committee Report on H.R. 14844), except as
modified in this statement."' 0 The House Conference Report, the
"statement" mentioned in the quotation, provides the legislative history
of the fresh start rules of §1023(h)." H.R. Rep. 94-1380 provides the history
of the remainder of §1023 and of §1015(d)(6).1 2 The Staff of the Joint
Committee on Taxation has also prepared a work called GeneralExplanation of the Tax Reform Act of 1976.13 Explaining the function of the Staff
Report, the Chief of Staff stated: "It has not been reviewed by the tax
committees and therefore only reflects the staff's view as to the intent of
Congress."" It is treated here as one interpretation of the act by a group
of experts.
The article is organized around the framework contained in §1023. Section 1015(d)(6) is discussed because of its similarity in purpose and operation to §1023(c) and will therefore be discussed with that subsection. Before beginning a detailed discussion of the statute, a brief overview may
be helpful.
I.

OVERVIEW

Under §1023(a)(1), the basis of carryover-basis property acquired from
a decedent who died after December 31, 1976, is the adjusted basis of the
property immediately before the decedent's death, as further adjusted
under §1023. This carryover basis is different from that provided in §1015
8. 94th Cong., 2d Sess. (1976).
9. 94th Cong., 2d Sess. (1976).
10. H. CONF. REP. No. 1515, 94th Cong., 2d Sess. 607 (1976).
11. Id., at 611-613.
12. H.R. REP. No. 1380, 94th Cong., 2d Sess. 36-46 (1976).
13. See Letter of Transmittal, STAFF, JOmNT COMMrrrEE ON TAXATION, GENERAL EXPLANATON OF THE TAx REFORM AcT OF 1976, at iii (1976).
14. Id.
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in that it is to be used in determining loss, as well as gain, from the sale
or disposition of the property.' 5 The one exception to this rule is for
carryover-basis property which was a personal or household effect in the
hands of a decedent. Where such property is sold at a loss, the adjusted
basis used in determining the amount of the loss cannot exceed the property's fair market value at death."
Carryover basis property is defined, with certain exceptions, as property
which is acquired from the decedent within the meaning of §1014(b)." It
therefore generally includes property which is includible in decedent's
gross estate for federal estate tax purposes. Section 1023(b)(2) excludes
certain types of property from the general definition. The common element
in the property excluded is that the income potential that it contains is
already either includible in or excludible from the recipient's gross income
under other sections of the Code.'" Section 1023(b)(3) creates a second
exception to the general definition by allowing decedent's representative
to exclude up to $10,000 worth of personal or household effects from
carryover-basis property. Property so excluded is covered by the old rules
of §1014.'1
Subsections (c), (d), (e) and (h) of §1023 provide adjustments which
increase the carryover basis of carryover-basis property. The one made first
is the "fresh start" increase of subsection (h). The function of this increase
is to soften the impact of changing in one day from the step-up basis rules
of § 1014 to the carryover basis rules of § 1023. Section 1023(h) provides that
where a decedent is treated as having held carryover basis property on
December 31, 1976, the carryover basis of the property shall be increased
for purposes of determining gain by an amount equal to the appreciation
in the property on that date. The appreciation is the amount by which the
fair market value of the property exceeds its adjusted basis on that date.
The second adjustment to the carryover basis is provided in §1023(c) and
is an increase for federal and state estate taxes on appreciation in
carryover-basis property. Appreciation is the fair market value of the property at death or if applicable, the alternate valuation date, over the adjusted basis of the property immediately before death, determined after
making the fresh start adjustment to basis.20 No increase is to be made
under §1023(c) in the basis of property which is not subject to the Federal
or State estate taxes. 2' An example of property not subject to estate taxes
is property passing to the surviving spouse which qualifies for the estate
15.
16.
17.
18.
19.
20.
21.

H.R. RsP. No. 1380, supra note 12, at 37.
I.R.C. §1023(a)(2).
I.R.C. §1023 (b)(1).
H.R. REP. No. 1380, supra note 12, at 38.
Id.
I.R.C. §1023(f)(2).
I.R.C. §1023(c).
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tax marital deduction under §2056.22
The third adjustment is provided in §1023(d) and is designed to provide
in many cases a minimum aggregate adjusted basis of $60,000 to all the
carryover-basis property passing from a decedent. The increase allowed to
each item of property is found by multiplying the amount by which $60,000
exceeds the aggregate carryover basis of all carryover-basis property, determined after making the two adjustments to basis described above, by a
fraction. The numerator of the fraction is the net appreciation in the item,
and the denominator is the net appreciation in all carryover-basis property. For this purpose, net appreciation is the amount by which the estate
tax value of the property exceeds its adjusted basis immediately
before
23
death, as further adjusted under subsections (h) and (c).
The final adjustment in carryover basis is provided in §1023(e) and is
an increase for state succession taxes paid by the recipient of property
which are attributable to net appreciation in the property. Net appreciation is the amount by which the estate tax value of the property exceeds
its adjusted basis, immediately before death, as further adjusted by the
subsections described above.2 '
Under §1023(f)(1) the adjustments provided in subsections (c), (d) and
(e) shall not increase the basis of carryover basis property above its estate
tax value. The legislative history = and logic indicate that the fresh start
adjustment of §1023(h) also should not increase the basis of carryover basis
property above its estate tax value, but the statute does not contain such
a limit.26 This fault presumably will soon be corrected.
I1.

SECTION 1023(A) -

GENERAL RULE

Section 1023(a)(1) provides as follows: "Except as otherwise provided in
this section, the basis of carryover basis property acquired from a decedent
dying after December 31, 1976, in the hands of the person so acquiring it
shall be the adjusted basis of the property immediately before the death
of the decedent, further adjusted as provided in the section."
Thus, the section provides that the carryover basis in property is simply
its adjusted basis immediately before death, regardless of who held the
property at that time. If the decedent held the property, the adjusted basis
in his hands simply carries through to whomever acquires it from him. If,
while he was alive, he transferred the property in a way that makes it
includible in his gross estate for federal estate tax purposes, the property
will generally be carryover-basis property,2 and the adjusted basis in the
22.
23.
24.
25.
26.
27.

I.R.C. §1023(f)(4).
I.R.C. §1023(f)(2).
Id.
H. CONF. REP. No. 1515, supra note 10, at 612.
See I.R.C. §1023(f)(1).
See I.R.C. §§1023(b)(1) and 1014(b)(9).
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donee's hands will be the carryover basis.2"
While recapture of depreciation is not triggered by transfer at death, 9
the carryover of the adjusted basis at the decedent's death to the person
who acquires it from the decedent will cause the recapture potential in the
property to pass through to the recipientA The amount of potential recapture may be reduced by the adjustments under §1023 that increase carryover basis.
Where more than one person acquires an interest in carryover basis
property from the decedent, the uniform basis principles set out in Treas.
Reg. §1.1014-4 through §1.1014-8 should generally apply.', For example, if
a decedent leaves property to A for life, with the remainder to B in fee,
the same carryover basis will generally follow the property through the
hands of the decedent's representative and the life tenant to the remainderman.3 2 Where the decedent created multiple interests in the property,
part of the uniform basis is allocable to each interest. 33 This allocation had
been made irrelevant with respect to life and other term interests by
§1001(e), which generally provides that in the case of a sale of such an
interest, the adjusted basis of that interest which is determined under
§1014 or §1015 is to be disregarded. In an apparent oversight, Congress
failed to amend §1001(e) to include basis determined under §1023 as one
which should also be disregarded. This oversight will presumably soon be
corrected, but if not, life estates in carryover basis property will have a
basis for sale determined under Treas. Reg. §1.1014-5.
Under §1023(a)(1), the carryover basis is to be used in determining loss,
as well as gain, from the sale of carryover-basis property. 34 However, a rule
similar to the one in §1015(a) governing gift property was included in
§1023(a)(2) to control the determination of loss on the sale of carryover28. Because I.R.C. §1023 looks to the adjusted basis of the property in the donee's hands
immediately before the decedent's death, it avoids a problem that arose under I.R.C. §1014
of a possible double allowance of depreciation to the donee for depreciation deductions taken
with respect to the property before death, where such deductions are in excess of the true
decline in the value of the property. See S. REP. No. 1622, 83rd Cong., 2d Sess. 107-108,
reprinted in [19541 U.S. CODE CONG. & AD. NEWS 4621, 4741. It also avoids the need for the
rather heavy-handed cure for the problem contained in I.R.C. §1014(b)(9), which required
the reduction of the I.R.C. § 1014 basis by an amount equal to depreciation taken by the donee
before death, regardless of whether tax depreciation actually coincided with true depreciation. If the two did coincide, the reduction would not have been necessary. See Surrey, Some
Remaining Problems of Federal Tax Revision, 1955 TuLANE TAX INST. 1, 14 (1955).
29. I.R.C. §§1245(b)(2) and 1250(d)(2).
30. H.R. REP. No. 1380, supra note 12, at 37. See also S. REP. No. 1881, 87th Cong., 2d
Sess. (1962), reprinted in [19621 U.S. CODE & AD. NEWS 3297, 3401.
31. See also Treas. Reg. §1.1015-1(b) (1971).
32. Treas. Reg. §1.1014-4(a)(1) (1957). Adjustments are made to the uniform basis under
I.R.C. §1016 for items like depreciation allowed to the life tenant under I.R.C. §167(h). Treas.
Reg. §1.1014-4(b) (1957).
33. Treas. Reg. §1.1014-5(a) (1971).
34. H.R. REP. No. 1380, supra note 12, at 37-38.
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basis property that was a personal or household effect in the decedent's
hands. Upon the sale or disposition of such property by a person acquiring
it from the decedent, the carryover basis is used in determining gain, and
the lower of the carryover basis or the estate tax value35 is used in determining loss. Where the amount realized on the sale or disposition falls between
the carryover basis and the estate tax value, no gain or loss is recognized."
Subsection (a)(2) was necessary to put the person acquiring the property
from the decedent in her shoes with respect to the sale of the property.
There was no need for such a limit to be generally imposed on carryoverbasis property, because at death everything must pass, and a decedent
cannot selectively distribute only loss assets. 7 Since the decedent could
deduct a loss from the sale of investment property, there was no reason not
to allow her beneficiary to do so. Since she could not have deducted a loss
from the sale of personal or household effects, however, her beneficiary
should not be able to do so. Section 1023(a)(2) may be necessary to effect
this policy because of the principle that a person who acquires an asset
from a decedent who had used it for personal purposes enters into a transaction for profit for purposes of §165(c)(2) if he immediately begins efforts
to sell the asset without making personal use of it. He therefore can deduct
a loss from the sale of the assets." Even though personal assets tend to
decline in value after purchase, this principle created no difficulty under
§1014 because the basis of the asset became its estate tax value. Therefore,
any deductible loss would be limited to a decline in value occurring after
the estate tax valuation date. With a carryover basis, the pre-death decline
in value would produce something of an automatic loss for the beneficiaries
without §1023(a)(2), which restores the check provided by §1014 and limits
the deductible loss from the sale of such assets to decline in value after
death.
Section 1023 contains no definition of the term "personal and household
effects." 9 From the statutory purpose described above it would seem that
virtually all property the loss from the sale of which decedent could not
have deducted under §165(c)(1) or (2) should be considered a personal or
household effect. However, given the words "personal or household effects," one obvious exception to this definition is real property of which the
decedent made personal use, including her residence. The reason for ex35. I.R.C. §1023(a)(2) actually uses the term "fair market value." This term is defined
in I.R.C. §1023(g)(1) as the value determined under chapter 11. This is the property's estate
tax value.
36. H.R. REP. No. 1380, supra note 12, at 38.
37. Id.
38. See, e.g., Estelle G. Marx, 5 T.C. 173 (1945), acq., 1946-1 CUM. BULL. 3.
39. The legislative history provides: "For this purpose, personal and household effects
generally include clothing, furniture, sporting goods, jewelry, stamp and coin collections,
silverware, china, crystal, cooking utensils, books, cars, televisions, radios, stereo equipment,
etc." H.R. REP. No. 1380, supra note 12, at 38.
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cluding such property from the rule of subsection (a) (2) is not clear. Any
potential loss on the sale of a residence would have been as personal, and
therefore non-deductible, as the loss from the sale of a stereo system.
Congress may have been more generous than they should have been.
III.

SECTION 1023(B) -

CARRYOVER-BASIS PROPERTY DEFINED

Section 1023(b)(1) provides: "[Tlhe term 'carryover basis property'
means any property which is acquired from or passed from a decedent
(within the meaning of §1014(b)) and which is not excluded pursuant to
paragraph (2) or (3)." It therefore includes the property in the decedent's
probate estate and any property which he transferred while alive in such
a way that it is includible in his gross estate for federal estate tax purposes.4 0
Sections 1023(b)(2) and (3) except certain types of property from the
general definition of carryover-basis property. The basis of property which
is excepted must be determined under some other code section. 4'
Section 1023(b)(2) -

General Exceptions

The general effect of providing a carryover basis is to pass any potential
income or loss arising from unrealized appreciation or depreciation in property to a person acquiring the property from a decedent. Section 1023(b)(2)
excepts from the definition of carryover-basis property certain types of
property which have an income potential that is already either includible
in or excludible from the recipient's gross income under other sections of
the Code. 2 The discussion below will examine each of these types of property.
Section 1023(b)(2)(A) - Income in Respect of a Decedent. An item
of gross income in respect of a decedent described in §691 would generally
be property acquired from a decedent under §1014(b)(1) or (9) and would
therefore be carryover-basis property under §1023(b)(1). The effect of this
could conceivably be to allow an increase in the basis of the item under
the adjustments of §1023 and therefore reduce the amount of income in
respect of the decedent when it is received.' 3 Section 1023(b)(2)(A) avoids
this possibility by excepting such property from the definition of carryover
40. I.R.C. §§1014(b)(1) and (9). The latter provision reaches such property as gifts made
in contemplation of death, includible under I.R.C. §2035, and jointly held property includible
under I.R.C. §2040. See Treas. Reg. §1.1014-2(b)(2) (1957).
41. See, e.g., I.R.C. §1014(d).
42. H.R. REP. No. 1380, supra note 12, at 38.
9384, 27
43. Cf. Estate of Nilssen v. United States, 322 F. Supp. 260, 71-1 U.S.T.C.
A.F.T.R.2d 1318 (D. Minn. 1971), in which the taxpayer made a similar argument under
I.R.C. §1014, but was thwarted by I.R.C. §1014(c).
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basis property. As section 1014 also does not cover an item of income in
respect of a decedent, no special "at death" basis rule applies to it." The
income is includible in the recipient's gross income when received, and
which is received in kind takes a
under general tax principles any income
5
basis equal to its fair market value."
Section 1023(b)(2)(B) - Life Insurance Includible Under Section
2042.
The right to proceeds under a life insurance policy on the decedent's life which is includible in his estate under §2042 is generally property acquired from a decedent under §1014(b)(9), but it is excluded from
carryover-basis property under §1023(b)(2)(B). The basis of this right
would therefore appear to be governed by §1014.
It is rather difficult to see a purpose for the exception in §1023(b)(2)(B),
because the proceeds from an insurance policy are generally excludible
from the beneficiary's gross income under §101(a), regardless of his basis
in the right to such proceeds. Such proceeds were excludible under
§22(b)(1)(A) of the Internal Revenue Code of 1939, even though there was
no counterpart to § 1014(b) (9) in that Code and therefore there was no step
up in the basis of such right.4" Furthermore, if §1023(b)(2)(B) did have a
purpose, there presumably would be some sort of tax problem for beneficiaries who receive the proceeds from an insurance policy on decedent's life
which are not includible in his estate or which are includible under a
section other than §2042.11 Yet §101(a) governs these situations as well.
If the decedent owned a life insurance policy on someone else's life, it is
treated like any other property. If it is acquired from the decedent within
the meaning of §1014(b), it will be carryover-basis property under
§1023(b)(1).
Section 1023(b)(2)(C) - Joint and Survivor Annuities. Section
1023(b)(2)(C) excludes from carryover basis property a joint and survivor
annuity under which the surviving annuitant is taxable under §72. The
intention of this provision is that the surviving annuitant be taxed as he
was before the enactment of §1023."1 However, the provision seems to be
unnecessary. Under §1023(b)(1) carryover-basis property is property ac44. I.R.C. §1014(c).
45. See, e.g., J. CHOMMIE, FEDERAL INCOME TAXATION 334-336 (2d ed. 1973).
46. See §113(a)(5) of the Internal Revenue Code of 1939.
47. See, e.g., I.R.C. §2035.
48. H.R. REP. No. 1380, supra note 12, at 38. The surviving annuitant will use the exclusion ratio determined at the inception of the contract to find the part of each amount received
as an annuity which is excludible from gross income as a return of capital. Treas. Reg. §1.724(a)(4) (1975). For purposes of finding gain from the sale of the annuity contract, his basis
will be the amount of premiums or other consideration that he paid or is deemed to have paid,
reduced by those amounts that he received or is deemed to have received under the contract
which were not includible in his gross income as a return of capital. Treas. Reg. §1.1021-1
(1956).

19771

1R.C. §1023 AND §1015(d)(6)

quired from a decedent within the meaning of §1014(b), and
§1014(b)(9)(A) provides than an annuity described in §72 is not property
acquired from a decedent. It seems that a joint and survivor annuity under
which the survivor is taxable under §72 would be an annuity described in
§72, and it would therefore not be carryover-basis property in the first
place."
Section 1023(b)(2)(C) - Payments Under a Deferred Compensation
Plan. Beside covering joint and survivor annuities, §1023(b)(2)(C) also
excludes from carryover'basis property payments and distributions made
under a deferred compensation plan described in §401 through §415 to the
extent that such payments and distributions are includible in the beneficiary's gross income.5 ' However, such payments constitute income in respect
of a decedent,5 and they are therefore already excluded from carryoverbasis property by §1023(b)(2)(A).
Section 1023(b)(2)(D) Includible Property Sold Before
Death. Under §1014(b)(9) property transferred by a decedent while alive
in such a way that it is includible in his gross estate is "acquired from a
decedent'52 and therefore generally constitutes carryover-basis property
under §1023(b)(1). However, §1023(b)(2)(D) provides that carryover basis
property does not include, "property included in the decedent's gross estate by reason of section 2035, 2038, or 2041, which has been disposed of
before the decedent's death in a transaction in which gain or loss is recognizable for purposes of chapter 1 . . . ." Section 1014 generally applies
where §1023 does not, but §1014(a) provides that property which is
"acquired from a decedent" and which is sold, exchanged or otherwise
disposed of before his death is not covered by the step up provisions of
§1014(a). The apparent goal of §1023(b)(2)(D) is that a decedent's death
should have no effect on the basis of property that he transferred while
alive and which the donee sold before death, even though the property is
includible in his gross estate."
There seems to be little reason for §1023(b)(2)(D) to except property
included in the decedent's gross estate under §2035, §2038 and §2041,
where the property is sold before death, and yet not to except property
included under §2036 or §2037. It is true that the rule in §1023(b)(2)(D)
49. If the annuity were property acquired from a decedent, so that I.R.C. §1023(b)(2)(C)
did have a purpose, it would then presumably be covered by I.R.C. §1014(a) and therefore
receive a step up in basis.
50. See, e.g., Treas. Reg. §1.402(a)-1(a)(5) (1966).
51. See, e.g., Rev. Rul. 75-125, 1975-1 Cum. BULL. 254; Rev. Rul. 69-297, 1969-1 Cum.
BULL. 131.
52. See Treas. Reg. §1.1014-2(b) (1975).
53. Thus, any property in the hands of the donee and her vendee after the exchange will
have a basis equal to its fair market value at the time of the exchange. I.R.C. §1012.
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probably will have no effect on property transferred in trust,54 and it therefore will have little practical application to property reached by §2036 or
§2037, because those sections generally reach property transferred in trust.
However, this is even truer of §2038, which is mentioned in §1023(b)(2)(D).
Therefore, the omission of §2036 and §2037 was presumably a typographical error.
Section 1023(b)(2)(D) supports the Internal Revenue Service position
that where there has been an outright transfer of property in contemplation of death within the meaning of §2035, the value of the property transferred is the amount includible in decedent's gross estate, even if it had
been sold or exchanged before the decedent's death. 5 The language of
§1023(b)(2)(D) supports this position because if it has any purpose, it must
be possible for transferred property which was sold before death to be
carryover-basis property. In order to be carryover-basis property, however,
it must be acquired from the decedent within the meaning of §1014(b)(9)
and therefore it must be includible in the decedent's gross estate. If the
property held at death were always the property to be included, even if it
had been acquired with the proceeds from the sale of the property actually
transferred by the decedent, subparagraph (D) could never have a function, because it would never be possible to sell the included, and therefore
the carryover-basis, property before death.
It is also the position of the Service that where there has been an inter
vivos transfer in trust which is brought back into the decedent's gross
estate by one of the "taxable string" sections, the value of the corpus at
the applicable valuation date is the amount includible, regardless of
whether some or all of the originally transferred property has been sold by
the trustee before death.56 As a corollary to this position, the Service holds
that the property making up the corpus at death is "acquired from the
decedent" under §1014(b)(9).57 While the difference in treatment between
outright transfers and transfers in trust has been criticized," there is no
reason to expect the Service to change its position. Therefore, one must
54. See discussion at note 56, infra.
55. Rev. Rul. 76-235, 1976-1 CuM. BuLL. 277; Rev. Rul. 72-282, 1972-1 CuM. BuLL. 306.
See also, e.g., Lowndes & Stephens, Identificationof Property Subject to the FederalEstate
Tax, 65 MICH. L. REv. 105, 138 (1966).
56. See Rev. Rul. 72-441, 1972-2 CuM. BuLL. 465, holding that where a compromise between the Internal Revenue Service and an estate resulted in the inclusion in the decedent's
gross estate of a part of a trust corpus under I.R.C. §2035, a proportionate part of each asset
was deemed to be included in the gross estate. That part was therefore subject to the basis
rules of I.R.C. §1014, whether its basis in the trustee's hands was determined under I.R.C.
§1015 ( i.e., assets actually transferred by the decedent), or under I.R.C. §1012 (i.e., assets
acquired by the trustee by purchase after the transfer), before the settlement. See also
Lowndes & Stephens, supra note 55, at 139.
57. See Treas. Reg. §1.1014-3(d) (1957).
58. See Lowndes & Stephens, supra note 55, at 139.
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conclude that when there has been a transfer in trust, the corpus at death
will be carryover-basis property.
If the carryover-basis, and therefore the includible, property is the property which is actually transferred by the decedent in an outright transfer,
it can be argued that §1023(b)(2)(D) in fact has no purpose after all. If the
fact that a particular piece of property is carryover-basis property is to
make any practical difference, it must be covered by the general rule of
§1023(a)(1). That rule, however, applies only to property acquired from a
decedent (carryover-basis property), "in the hands of the person so acquiring it." Even if the originally transferred property is sold before death, it
apparently remains the property acquired from the decedent. However, the
person who acquired the property from the decedent is his donee, and not
the person to whom the donee sold it. Thus, even if the property were
carryover-basis property, the rules of §1023 would have no effect on it.5"
Section 1023(b)(2)(D) does, however, serve to make the congressional purpose extremely clear.
The inclusion in the gross estate of the property originally transferred
by the decedent can create the problem of a "tax on a tax."" If the donee
had sold the property at a gain, part of the property will in essence have
been paid to the federal government as an income tax. If the property
retains its value between the sale and the decedent's death, the estate tax
will fall its full value, including that part which corresponds to the amount
/ paid as income tax by the donee at the time of sale. This problem could
be remedied by allowing the donee a deduction in the year that the estate
tax is paid of an amount equal to the estate tax attributable to the lesser
of the estate tax value of the property over its adjusted basis at the date
of sale or the gain realized from the sale.
By its terms, §1023(b)(2)(D) excludes from carryover-basis property
only property which has been disposed of before death in a taxable transaction. This would indicate that Congress intended that where the donee
transfers the property in a nontaxable exchange, either the originally
transferred property or the property received in the exchange must be
carryover-basis property. Since the original property is in the hands of a
stranger and probably would not be covered by §1023(a)(1) in any event,"1
it would make no sense to allow it to be carryover-basis property. It therefore appears that Congress felt that the property actually held by the donee
at the decedent's death was the carryover-basis property. To be carryoverbasis property, the property must be includible in the decedent's gross
estate. " Thus §1023(b)(2)(D) may be read to support the argument that
59. The same argument could be made with respect to the pre-death sales-proviso of
I.R.C. §1014(a).
60.
61.
62.

See discussion at notes 157-159, infra.
See discussion at note 59, supra.
I.R.C. §§1023(b)(1) and 1014(b)(9).
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where the decedent makes an inter vivos transfer of property in such a way
that the value of the property is includible in her gross estate, and the
donee makes a nontaxable exchange of the property before the decedent's
death, the value of the property actually held by the donee at death is the
3
amount includible in the gross estate.1
Section 1023(b)(2)(E) Statutory Stock Options. Section
1023(b)(2)(E) provides that carryover-basis property does not include
stock or a stock option passing from the decedent to the extent that income
in respect of the stock or option is includible in gross income under
§422(c)(1), §423(c) or §424(c)(1). Section 1023(b)(2)(E) is apparently intended to integrate the new carryover basis rules with the employee stock
option rules of §421 through §425. However, the option rules contain provisions affecting the basis of stock acquired by the exercise of an option, as
well as the ordinary income rules mentioned in §1023(b)(2)(E). Many of
these basis provisions control the exercise of an option by an estate or heir
of a deceased employee and are largely designed to deal with problems
created by the basis step up provisions of §1014. They do not work under
§ 1023, and a number of changes are necessary to make them do so. In order
to explain these changes, a fairly detailed description of the operation of
the option rules is necessary.
The three sections mentioned in §1023(b)(2)(E) govern the different
types of statutory stock options." Section 422 governs qualified options,
and one of the requirements that it sets out for qualificaton is that the
exercise price in the option be equal to the fair market value of the stock
at the time the option is granted." If there were a good faith failure to set
the exercise price at the fair market value, 6 the option remains qualified,
but under §422(c)(1) the individual exercising the option must include in
his gross income at the time of exercise the lesser of 1 1/2 times the difference between the exercise price and the actual fair market value of the
stock at the time of grant, or the difference between the exercise price and
67
the fair market value of the stock at the time of exercise.
Section 423 governs options issued under an employee stock purchase
plan. It provides that the exercise price under such an option must not be
less than the lesser of 85% of the fair market value of the stock at the time
63. Such an approach would make practical sense, because it would be easy to trace the
value of the originally transferred property into the value of the property held by the donee
at death in such a case.
64. Treas. Reg. §1.421-7(b)(1), 1968-2 CUM. BULL. 192, provides: "The term 'statutory
option'. . . means a qualified stock option, as defined by section 422(b) ...
; and an option
granted under an employee stock purchase plan, as defined by section 423(b) . .. ; and a
restricted stock option, as defined in section 424(b).
65. I.R.C. §422(b)(4).
66. See Treas. Reg. §1.422-2(e)(ii) (1966) for a discussion of the term "good faith."
67. Treas. Reg. §1.422-2(e)(i) (1966).
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the option is granted, or an amount which under the terms of the option
may not be less than 85% of the value of the stock at exercise. 8 No income
is realized at the time of the exercise of a §423 option under which the
exercise price is less than the fair market value at the time of grant."
However, under §423(c), the individual who exercises such an option shall
at the time of disposition of the stock, or at the time of her death while
holding the stock, include in her gross income an amount equal to the
lesser of the difference between the exercise price and the fair market value
of the stock at the time of grant, or the difference between the exercise
price and the fair market value of the stock at death or disposition. 0
Section 424 governs restricted stock options and generally requires that
the exercise price of such an option be at least 85% of the fair market value
of the stock at the time the option is granted. 7' When the exercise price is
less than the fair market value of the stock at the time of grant, no income
is realized at the time of exercise.72 Section 424(c)(1) provides, however,
that when the exercise price is between 85% and 95% of the fair market
value at the time of the grant, the individual who exercises the option shall
at the time of the disposition of the stock, or at his death while holding
the stock, include in his gross income an amount equal to the lesser of the
difference between the exercise price and the fair market value of the stock
at the time that the option was granted, or the difference between the
exercise price and the fair market value of the stock at disposition or
death.73
A statutory stock option may pass at death from an employee to his
estate, and an exercise of the option by the estate is generally treated as
though it were one by the employee. 75 Any ordinary income potential in the
option under §422(c)(1), §423(c) or §424(c)(1) will therefore pass through
to the estate. If the estate must include an amount in gross income under
one of these sectons, it is allowed a deduction for any estate tax attributable to the part of the value of the option which represented the ordinary
income potential. The deduction is computed under §691(c) as though the
option were an item of income in respect of a decedent under §691(a), and
68. I.R.C. §423(b)(6); Treas. Reg. §1.423-2(g) (1966).
69. I.R.C. §421(a)(1).
70. Treas. Reg. §1.423-2(k) (1966).
71. I.R.C. §424(b)(1)(A).
72. I.R.C. §421(a)(1).
73. Treas. Reg. §1.424-2(b) (1966).
74. I.R.C. §§422(b)(6); 423(b)(9) and 424(b)(2). The option may also pass to a person
other than the employee's estate under the laws of descent and distribution. For brevity, only
the passage of statutory stock options from an employee to his estate is discussed in this
article.
75. I.R.C. §421(c)(1). The holding period requirements of I.R.C. §§422(a), 423(a) and
424(a) no longer apply where the option passes to and is exercised by the estate. I.R.C.
§421(c)(1)(A).
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the amount includible under the applicable option section were the
amount includible under §691(a).11
The basis of stock acquired by the exercise of a statutory stock option
starts with the exercise price paid for the stock," and is then generally
increased by the amount included in gross income under §422(c)(1),
§423(c) or §424(c)(1). There are special basis rules set out in §421(c)(3)
which apply where the option is exercised by an employee's estate, and it
is in these rules that the primary failure in integration between the stock
option provisions and §1023 arises.
Section 421(c)(3)(A) provides that where an estate acquires a statutory
option from a decedent, the basis of a share of stock acquired by the
exercise of the option shall include the basis of the option which is allocable
to the share of stock. The basis of the stock must then be reduced by the
difference, if any, between the amount that the decedent would have included in ordinary income under §422(c)(1), §423(c) or §424(c)(1) if he had
exercised the option and held the share of stock on the date of his death,
and the amount which actually was included by the estate under
§422(c)(1), §423(c) or §424(c)(1) at exercise or disposition. Section
421(c)(3)(B) limits the basis step up allowed under the last sentences of
§422(c)(1), §423(c) and §424(c)(1), which is generally the amount included
in gross income under those sections, to the difference between the amount
which is included in the estate's gross income, and the basis of the option
which is allocable to the share.
The legislative history of §421(c)(3) states: "In general [§421(c)(3)]
provides substantially the same treatment where one of these options is
held by an employee at the time of his death and is exercised by his estate
as is presently available where the option is exercised prior to the employee's death."7 When §1014 was in general effect, those rules made
perfectly good sense; under §1014(a) an option which passed to the estate
at decedent's death received a basis equal to its estate tax value, which is
the value of the underlying share on the applicable estate valuation date
less the exercise price." At exercise this stepped up basis would be added
to the cost of the share under the general rule of §421(c)(3)(A) to give the
basis in the share. The share would therefore have the same basis as one
actually held by the employee at death.
The basis cutdown of §421(c)(3)(A) was necessary to keep the desired
parity in a situation which could arise when there was a substantial post76. I.R.C. §421(c)(2).
77. I.R.C. §1012.
78. This basis increase is provided in the last sentence of each of the three sections.
Because an inclusion in gross income will not occur under I.R.C. §423(c) or 424(c)(1) until
the time of sale or disposition, the basis in the stock must be recomputed at this time.
79. S. REP. No. 1183, 85th Cong., 2d Sess. (1958), reprinted in [1958] U.S. CODE CONG.
& AD. NEWS 2183.
80. Rev. Rul. 196, 1953-2 CUM. BuLL. 178.
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death decline in the value of the stock. Under the combined effects of §1014
and §421(c)(3)(A), the basis of stock acquired by the estate would be the
same as though the stock had been acquired by the decedent. If the stock
declined in value after death, a sale by the estate would produce the same
loss, regardless of whether the decedent or the estate acquired the stock.
If the decline were so great, however, that gross income incurred by the
estate at exercise or disposition were less than that which would have been
incurred by decedent if she had exercised the option and held the stock
on the date of death, then less total income (ordinary income from the
exercise or disposition, less capital loss at the disposition) would result
when the option had been exercised by the estate than when it had been
exercised by decedent. For example, assume that decedent was granted an
option under employee stock purchase plan to acquire for $85 a share of
stock worth $100 at the time of grant. The value of the stock at the applicable estate valuation date was $120, and the stock was sold by the decedent's estate for $90. If the decedent had exercised the option and held the
stock at death, she would be treated as having $15 in ordinary income
under §423(c). Under §1014 the estate's basis in the stock would be its
estate tax value, or $120 and the loss from the subsequent sale would be
$30. This would give a total loss with respect to the stock of $15 ($15
ordinary income less $30 capital loss). If the option had passed to the
estate, its estate tax value, and therefore the estate's basis in it, would
have been $35 ($120 value of underlying stock less $85 exercise price). Upon
exercise of the option the estate's basis in the stock would be $120 ($85 cost
plus $35 basis in the option). Upon a sale of the stock at $90, the estate
would have ordinary income of $5 under §423(c),sl and without the

§421(c)(3)(A) cutdown, it would have a capital loss of $30 ($120 adjusted
basis less $90 amount realized),8" producing a net loss from the transaction
of $25 ($5 ordinary income less $30 capital loss). Under the cutdown, the
basis in the stock is reduced by $10, the difference in income which the
decedent would have had under §423(c) if she had held the stock at death
($15) and the amount the estate actually included ($5). Thus, the basis
becomes $110, ($120 basis less $10 cutdown), producing a capital loss on
the sale of $20, and total loss with respect to the stock of $15 ($5 ordinary
income less $20 capital loss). This total loss ($15) is therefore the same as
that which would have arisen if decedent had held the stock at death
($15).11
81. This amount is the lesser of the excess of the fair market value of the stock at the
time of sale over the amount paid for the stock under the option ($5), or the excess of the
fair market value of the stock at the time the option was granted over the exercise price ($15).
I.R.C. §423(c).
82. The basis in the share reflects the limit in I.R.C. §421(c)(3)(B).
83. Congress stated, "The difference in proportions treated as ordinary income or a capital
loss in these two cases is a necessary result of not determining the amount of ordinary income
until the stock is sold or the option is exercised after the employee's death." S. REP. No. 1183,
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The basis increase limit of §421(c)(3)(B) prevented a double allowance
of basis with respect to the same amount." Under §1014, the adjusted basis
of the option became its estate tax value. To the extent that this value
represents an amount which is ultimately included in the estate's gross
income under §422(c)(3), §423(c) or §424(c)(1), there would be, but for the
application of §421(c)(3)(B), a second increase in the adjusted basis for
this same amount under the last sentences of those sections. 5 For example,
assume that a decedent was granted an option under an employee stock
purchase plan to acquire for $85 a share of stock worth $100 at the time of
grant. Decedent died holding the option and it passes to his estate. The
stock was worth $100 at the applicable estate valuation date and at the
time of sale of the stock by the estate. The option's estate tax value, and
therefore the estate's basis in it, would be $15 ($100 value of stock less $85
exercise price), and upon exercise of the option the estate's basis in the
stock would be $100 ($85 cost plus $15 option basis allocable to the share).
Upon the sale at $100, the estate would have gross income of $15 under
§423(c). Thus, the full estate tax value of the option became gross income
under §423(c). The basis of the stock would reflect this value once under
§1014, and without the limit of §421(c)(3)(B), it would reflect it again
under the last sentence of §423(c). Under §421(c)(3)(B), however, the
§423(c) basis increase is zero, which is the difference between the amount
included in gross income under §423(c) ($15) and the option's basis ($15).
Thus, the estate's basis in the share at the sale would be $100, and it would
have no gain or loss.
Under the carryover rules of §1023, the cutdown and the limit of
§421(c)(3) are not only unnecessary, but they actually create disparity
between the income attributable to stock held at death and that attributable to stock acquired by an option passing at death. Before describing the
problems, however, it is necessary to discuss the meaning of certain terms
in §1023(b)(2)(E).
First, the provision in §1023(b)(2)(E) that carryover-basis property does
not include stock passing from a decedent to the extent that income with
respect to such stock is includible in gross income under §422(c)(1),
§423(c) or §424(c)(1) is apparently meaningless. If the decedent possesses
the stock at death, he will, under §422(c)(3), have received any potential
gross income which exists with respect to the stock at the time of exercise
or, under §423(c) or §424(c)(3), at the moment of death. Thus, no amount
"is includible in gross income" under the option provisions with respect to
this stock. More importantly, it would make no sense to exclude any part
of stock passing at death from carryover-basis property. The basis in the
85th Cong., 2d Sess. (1958), reprinted in [1958] U.S. CODE & AD. NEWS 2183, 2186.
84. Id.
85. S. REP. No. 1183, 85th Cong., 2d Sess. (1958), reprinted in [1958] U.S. CODE CONG.,

& AD.

NEWS

2183.
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stock is fully set at the amount paid for the stock plus any increase allowed
under the last sentence of either §422(c)(1), §423(c) or §424(c)(1), and after
the operation of these sections, it is no different from any other share of
stock held by the decedent at death.
Second, where §1023(b)(2)(E) excludes an option passing at death to the
extent that income with respect to it is includible in gross income under
one of the option sections, it could be referring to either the amount which
is actually included in the estate's gross income, or the gross income potential existing at death (the amount of gross income that the estate would
have incurred if it exercised the option and sold the share at the date of
death). The second interpretation is the more useful one. For example, if
the potential income at death is $15, but the amount actually included
turns out to be $10, the $5 difference will be carryover-basis property under
the first interpretation, and it will also constitute appreciation for the
purposes of the basis increases in §1023.6 This will increase, or actually
create, a basis in the option, which will pass through to the stock under
§421(c)(3)(A). It will therefore increase the loss from the sale of the stock.
Furthermore, the second interpretation is necessary to achieve integration
between the option rules and §1023. The actual language of the statute and
the legislative history"7 favor the first interpretation, however, and in the
following description of the interplay between §421 and §1023, the first
interpretation is used. The problems described below would still exist,
however, if the second interpretation were used.
The breakdown between §421(c)(3) and §1023 can be shown in the following example. Assume that decedent was granted an option after December 31, 1976, under an employee stock purchase plan to acquire for $85
a share of stock worth $100 at the time of grant. The decedent died holding
the option and passed it to his estate. The fair market value of the underlying stock on the applicable estate valuation date was $110, and the effective estate tax rate applicable to the decedent's taxable estate was 25%.
The estate exercised the option and later sold the stock for $90.
Except as provided in §1023(b)(2)(E), the option would be carryoverbasis property"8 and the adjusted basis in the option existing immediately
before death (zero) would therefore pass through to the estate. 8 The basis
is then increased under §1023(c) for the estate tax attributable to net
appreciation in the option. The net appreciation ordinarily would be $25,
which is the estate tax value of the option ($110 value of the underlying
stock on the applicable estate valuation date, less the $85 exercise price)
over its adjusted basis at death (zero). 0 On the ultimate sale at $90, how86.
87.
88.
89.
90.

I.R.C. §1023(f)(2).
H.R. REP. No. 1380, supra note 12, at 38.
I.R.C. §1023(b)(1).
I.R.C. §1023(a)(1).
I.R.C. §1023(f)(2).
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ever, the estate has $5 in income under §423(c), and under §1023(b)(2)(E),
the option is not carryover-basis property to the extent of $5.1 The net
appreciation therefore is $20, and the estate tax attributable to it is $5
(25% effective estate tax rate times $20 net appreciation). Assuming that
the §1023(c) adjustment is the only one to be made under §1023, the
carryover basis in the option would be $5, and upon exercise of the option
at $85, the basis in the stock would be $90 ($85 cost plus $5 option basis).
The estate would have to include $5 in its gross income on the sale at $90
under §423(c). Because this amount would be $10 less than the gross income that the decedent would have included under §423(c) had he exercised the option and held the share at death, the basis in the share would
be reduced by the $10 to $80 under the cutdown of §421(c)(3)(A). Under
the limit of §421(c)(3)(B) the last sentence of §423(c) would provide no
increase because the basis of the option ($5) would equal the amount
includible in gross income under §423(c) ($5). Thus, when sold for $90, the
share with its adjusted basis of $80 would produce a capital gain of $10.
The total income attributable to the share would be $15 ($5 in ordinary
income under §423(c) and $10 in capital gain in the sale).
If the decedent had exercised the option while alive and had died holding
the stock, he would have had gross income of $15 at death under §423(c).
The basis in the share would be $100 ($85 cost basis plus an amount equal
to the $15 included in gross income), and this $100 would be the starting
carryover basis in the stock under §1023(a)(1). The net appreciation in the
stock would be $10 ($110 estate tax value less $100 adjusted basis immediately before death), and the estate tax attributable to this appreciation
would be $2.50 (25% effective estate tax rate times $10 appreciation),
giving a total carryover basis of $102.50. The loss from the sale at $90 would
be $12.50. Thus, the total income attributable to the share of stock would
be $2.50 ($15 ordinary income under §423(c) and $12.50 in capital loss on
the sale). If the estate exercised the option, the total income would be $15.
Thus, the congressional intention that these two amounts be equal is frustrated.
The following changes are recommended to achieve parity:
1. The basis cutdown of §421(c)(3)(A) and the limit of
§421(c)(3)(B) should be repealed.
2. The statute should provide that for the purposes of determining the §1023(h) fresh start increase allowable to carryover
basis property consisting of a statutory stock option, the fair market value of the option on December 31, 1976, shall be deemed to
be the difference between its actual value and its gross income
potential on that date. The gross income potential is the amount
of gross income that would be incurred under §422(c)(1), §423(c)
91.

See discussion at note 87, supra.
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or §424(c)(1) if the option were exercised on December 31, 1976,
and the acquired share of stock were sold in an otherwise qualifying
transaction.
3. The statute should provide that for purposes of determining
net appreciation in an option under §1023(f)(2), the fair market
value of the option on the applicable estate valuation date shall
be deemed to be the difference between the option's actual fair
market value, and its gross income potential on that date.2
4. The statute should provide that the §1023(h) fresh start increase allowed with respect to a share of stock acquired before
death by the exercise of an option shall be reduced by the amount
of gross income incurred by the decedent with respect to such stock
at death under §422(c)(1), §423(c) or §424(c)(1).
The purpose of the first three changes is to leave in abeyance the determination of that part of the basis of stock acquired by the exercise of an
option which is attributable to the part of its value representing gross
income potential under §422(c)(1), §423(c) or §424(c)(1) until that gross
income is realized. Under the last sentences of those sections, the adjusted
basis of this band of value is the amount included in gross income. If the
estate includes less gross income than the decedent would have had had
he exercised the option and held the share at death, its basis in the share,
and therefore any loss arising from sale of the share, will be correspondingly reduced. The other parts of the basis in the share (the exercise price
and any increases in basis made under the adjustment provisions of §1023)
will and should be identical. 3 For example, if the decedent acquired stock
by the exercise of an option, any ordinary income potential which exists
with respect to it will be realized at death and will give rise to a corresponding basis increase under the last sentence of §422(c)(1), §423(c) or
§424(c)(1). Thus, the band of value in the stock which represents this
ordinary income will not be appreciation under §1023(f)(2) and will not
give rise to any increase under subsections (c), (d) and (e) of §1023. The
proposed changes introduce the same result where the option is held at
death.
The fourth change serves the same function as §421(c)(3)(B) did under
§1014 by preventing a double allowance of basis with respect to the same
amount. The fresh start increase is the difference between the fair market
value of the stock on December 31, 1976, and its adjusted basis on that
92. This change could be unnecessary. See discussion at note 87, supra.
93. The proposed changes also cause each of the increases in the basis of the stock determined under I.R.C. §1023 to be equal in amount, regardless of whether the stock had been
acquired by the exercise of the option by the employee or by the estate. This is important
because the fresh start increase of I.R.C. §1023(h) may not be used in determining loss, while
the others may.
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date.9 All or a part of this difference, however, may also contribute gross
income potential under §422(c)(1), §423(c) or§424(c)(1), and if decedent
realizes this gross income, the last sentences of those sections will again
produce a basis step up. The fourth suggestion prevents this doubling of
increases, and it should be adopted even if the other three are not.
The operation of the proposals can be shown in the following exarhple.
Assume that decedent was granted an option before December 31, 1976,
under an employee stock purchase plan to acquire for $85 a share of stock
worth $100 at the time of grant. The decedent died holding the option and
passed it to her estate. The fair market value of the underlying stock on
December 31, 1976, was $102 and the applicable estate valuation date was
$122. The estate exercised the option and later sold the stock for $90. The
effective estate tax rate applicable to decedent's taxable estate was 25%.
The option's starting, carryover basis would be zero. Under the second
suggested change, the fresh start increase would be $2 ($17 fair market
value of option on December 31, 1976, less the $15 §423(c) gross income
potential on that date). Under the third suggested change the net appreciation in the option under §1023(f)(2) would be $20, which is the difference
between $22, its fair market value on the estate valuation date ($37 true
fair market value less the $15 §423(c) gross income potential), and $2, its
adjusted basis on that date after the fresh start increase. The estate tax
attributable to this appreciation is $5 ($20 appreciation times 25% effective
estate tax rate), giving a total basis to the option of $7 ($5 increase under
§1023(c) plus $2 under §1023(h)). Upon exercise of the option, the basis
in the share of stock is $92 ($85 cost and $7 option basis attributable to
the share). Upon sale of the share at $90, the estate would realize gross
income under §423(c) of $5, and under the last sentence of that section its
basis would become $97. The sale would be at a loss, and therefore the $2
of basis attributable to §1023(h) could not be used. The adjusted basis for
the sale, then, is $95, giving a loss of $5, and total income with respect to
the stock of zero ($5 gross income under §423(c) and $5 capital loss on
sale).
If decedent had exercised the option while alive, her starting basis would
be her cost of $85. At death she would realize gross income under §423(c)
of $15, and her basis in the stock would be increased by $15 to $100 under
the last sentence of that section. The §1023(h) fresh start increase would
generally be $17 ($102 fair market value on December 31, 1976, less $85
adjusted basis at that date), which under the fourth suggestion becomes
$2 ($17 increase less the $15 ultimately included in gross income under
§423(c), raising the basis to $102. The appreciation in the stock is $20 ($122
estate tax value less $102 adjusted basis after the fresh start increase), and
the increase in basis under §1023(c) for the estate tax attributable to the
94.

I.R.C. §1023(h).
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appreciation is $5 ($20 times 25% effective estate tax rate). This raises the
total carryover basis of the stock to $107. Upon the loss sale at $90, the $2
basis attributable to the fresh start under §1023(h) may not be used, giving
a total loss of $15 ($105 adjusted basis exclusive of the $2 fresh start
increase, less the $90 amount realized). Thus, the total income with respect
to the stock is zero ($15 gross income under §423(c) less $15 capital loss
on the sale), which is the same as the total income where the option was
exercised by the estate.
The fourth proposed change had the necessary effect of making the
proportion of carryover basis attributable to the fresh start the same
whether the option was exercised by the decedent or by the estate. Keeping
this balance is necessary because basis attributable to the fresh start increase may not be used in the determination of loss, while basis attributable to the other §1023 increase may be so used. Its importance in preventing the doubling of basis increases in sales at a gain can also be easily seen.
In the example, the decedent incurred gross income at death of $15 under
§423(c), and her basis became $100 under that section. If the fourth change
were not in effect, the basis in the stock would have received a fresh start
increase of $17 ($102 fair market value on December 31, 1976, less $85
adjusted basis on that date) and an increase of $1.25 under §1023(c) ($5
in appreciation after the fresh start increase times the 25% effective estate
tax rate), giving a total increase of $18.25 to $118.25. If the estate then sold
the stock at $122, it would have only $3.75 in capital gain.
Section 1023(b)(2)(F) - Foreign Personal Holding Company
Stock. Section 1023(b)(2)(F) provides that carryover-basis property does
not include property described in §1014(b)(5). This property consists of
stock or securities in a corporation which was a foreign personal holding
company95 with respect to its taxable year next preceding the date on
which the decedent died."
The effect of subparagraph (F) is that stock and securities in a foreign
personal holding company which are acquired from a decedent by his
estate or which pass by bequest, devise or inheritance are still governed
by the special "at death" basis rule of §1014(b)(5). Under this rule, the
basis of the stock or securities is the lesser of the fair market value of the
stock or securities at death or its adjusted basis in the decedent's hands
at death. 7 Such stock and securities passing from the decedent is a way
not described in §1014(b)(5) do not constitute property acquired from a
decedent, even if they are includible in the decedent's gross estate. There95.
96.
97.
98.

See I.R.C. §552 for the definition of a foreign personal holding company.
See Treas. Reg. §1.1014-2(c)(1) (1960).
Id.
I.R.C. §1014(b)(9)(B).
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fore, the basis of a stock or security is not changed in the holder's hands
because of the decedent's death."
-Section 1023(b)(3)-Exceptionfor PersonalEffects
Under §1023(b)(3), an executor may elect to exclude from carryoverbasis property assets which in the decedent's hands were personal or household effects' 00 and which have an aggregate estate tax value of up to
$10,000. The basis of property covered by such an election will be determined under §1014(a) and will therefore be the same as its estate tax
value. 01
The function of §1023(b)(3) is to relieve the executor of a generally
unnecessary burden.0 2 Under §6039A, the executor has the responsibility
of determining the basis of the property and sending this computation to
the government and any recipient of the carryover-basis property. For
failure to comply with this requirement, the executor is subject to penalties
up to $5,000.""1 Informing the government and recipients could be very
difficult, however, since the finding of the decedent's basis requires the
examination of rooms and rooms of personal and household effects.1'0 If a
§1023(b)(3) election is made, the problem is avoided with respect to property covered because its basis is simply its estate tax value.
There is nothing in §1023(b)(3) which prevents an executor from making
an-election with respect to property in which decedent's basis is known and
which has appreciated. The value of personal and household effects, however, generally declines after purchase. If the value has declined, the loss
resulting from a sale would be the same if its basis were determined under
§1023(a) as it would under §1014, because under §1023(a)(2) the basis of
carryover-basis property which was a personal or household effect cannot
exceed its estate tax value for purposes of determining loss. Thus, an
election under §1023(b)(3) would not hurt the recipients of the property.
An election under §1023(b)(3) must be made on or before the date,
including extension, prescribed in §6075(a) for the filing of an estate tax
return. 105 This requirement is similar to the description of the time limit
for the filing of an election to use the alternate valuation date under
§2032(c), and it will presumably be as strictly enforced as that require99. Treas. Reg. §1.1014-2(b)(3) (1960).
100. See note 39, supra, for a discussion of personal or household effects.
101. H.R. REP. No. 1380, supra note 12, at 38.
102. Id.
103. I.R.C. §6694. There are presently two I.R.C. §§6694, and the one cited here is the
second.
104. I.R.C. §1023(g)(3), which provides that where the adjusted basis of property immediately before death is unknown, it shall be treated as the fair market value of the property on
the date acquired, helps the executor in this situation. Nevertheless, the exclusion of I.R.C.
§1023(b)(3) would be more helpful.
105. I.R.C. §1023(b)(3)(C).
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ment.' °" Unlike §2032(c), however, §1023(b)(3) does not require that the
election be made on an estate tax return. Therefore, unlike the election to
use the alternate valuation date which, may be made only in the event that
the estate is required to file an estate tax return, °7 the election under
§1023(b)(3) should be available even if a return is not required.

IV.

ADJUSTMENTS TO CARRYOVER

BASIS

The carryover basis of property determined under §1023(a) is increased
by the adjustments provided in subsections (c), (d), (e) and (h). Because
of the methods set out for determining the amounts of the increases, the
adjustment of subsection (h) must be made first, subsection (c) second,
subsection (d) third, and subsection (e) last. The adjustments therefore
will be discussed in that order.
Section 1023(h) - Fresh Start
To avoid the rather arbitrary harshness of giving a full §1014 step up to
the basis of property acquired from a decedent who died on December 31,
1976, while providing a carryover basis to property acquired from one who
died on January 1, 1977, Congress provided a "fresh start" basis increase
in §1023(h).0 8 The fresh start is an increase in the basis of carryover-basis
property which the decedent is treated as having held on December 31,
1976, by an amount equal to the difference between the fair market value
of the property on December 31, 1976, (its potential §1014 basis) and its
adjusted basis on that date (its potential §1023 basis). 00 The increase does
not represent complete application of §1014 to pre-1977 appreciation, however, because it applies only for the determination of gain." 0 Also, since
the purpose of the fresh start is to ameliorate the effect of a one-day
changeover to a harsher rule, it would make no sense to allow the fresh
start to raise the basis of carryover-basis property above its estate tax
value, thereby giving the property a higher basis than it would have received if §1014 had been in effect at death. The legislative history indicates
that Congress intended that estate tax value be a ceiling,"' but the statute
itself does not contain such a limitation."' This oversight presumably will
soon be corrected.
106.

(3d ed.
107.
108.
109.
110.

111.

See C. LOWNDES, R. KRAMER, J. McCORD, FEDERAL ESTATE AND GiFr TAXES 495, 496

1974).
Rev. Rul. 56-60, 1956-1 CuM. BuLL. 443.
H. CONF. REP. No. 1515, supra note 10, at 612.
I.R.C. §1023(h).
H. CONF. REP. No. 1515, supra note 10, at 612.

Id.

112. Under I.R.C. §1023(f)(1), the increases provided in subsections (c), (d), and (e) are
not allowed to increase the basis of property above its estate tax value. The increase provided
in subsection (h) is not mentioned in subsection (f)(1).
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A fresh start is available for any carryover-basis property which
"reflects" the basis of property on December 31, 1976."1 Thus, -if the adjusted basis of the carryover-basis property can be traced directly to the
adjusted basis of some property on December 31, 1976, the carryover-basis
property will qualify for the fresh start. Property which the decedent holds
on December 31, 1976, and which she continues to hold until death is
obviously covered. A fresh start is also available in some cases for property
with a substituted basis under §1016(b).14 For example, if decedent owns
property on December 31, 1976, which she later trades for like kind property in a nontaxable exchange described in §1031, the basis of the qualified
property received in the exchange reflects the adjusted basis of the prop6
erty given up, 15 and the new property therefore qualifies for a fresh start."
This is in accord with the purpose of the fresh start, because its effect is
to step up the basis of the old property as of December 31, 1976,, to its value
on that date. This new basis would then be transferred to the new property
under §1031(d).
If the decedent at death owns carryover-basis property that she received
by gift, and if the donor had held the property on December 31, 1976, the
property will qualify for a fresh start."' To allow computation of the fresh
start for donated marketable bonds and securities, the donee should have
in her records the fair market value and adjusted basis of the property on
December 31, 1976.18 For property other than marketable bonds and securities she should have a record of the date of purchase and the amount of
depreciation, amortization or depletion taken before 1977."1 This bookkeeping puts one more complexity into peoples' lives, but the alternative
is no fresh start for property received by gift.
It should be set out in §1023(h) that for the purpose of §1023(h)(1) and
(2), the adjusted basis of carryover-basis property in the hands of a person
acquiring it from a decedent who held the property in December 31, 1976,
does not "reflect" the basis of that property on that date. 12In other words,
it should be made clear that there can only be one fresh start increase for
each item of carryover-basis property that passes through two or more
estates after 1976.121
113. H. CONF. RE. No. 1515, supra note 10, at 612.
114. Id.
115. I.R.C. §1031(d).
116. H. CONF. REP. No. 1515, supra note 10, at 612.
117. Id.
118. I.R.C. §1023(h)(1).
119. I.R.C. §1023(h)(2).
120. I.R.C. §1023(h)(2)(A)(ii) does not effectively achieve this objective.
121. The Joint Committee Staff stated, "The 'fresh start' adjustment is made only once
with respect to property, e.g., only one adjustment is permitted where property passes
through two or more estates after 1976." STAFF REPoirr, supra note 13, at 555. The statute,
however, does not contain such a limitation.
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The determination of the amount of the fresh start increase requires a
finding of the fair market value of the property on December 31, 1976. The
statute provides two methods for finding the increase. The first must be
used for marketable bonds and securities and is based on a finding of the
actual fair market value of the property on December 31, 1976.122 The
second method must be used for all other types of property and is based
on a finding of an assumed fair market value on December 31, 1976.123
Section 1023(h)(1) - Marketable Bonds and Securities. Section
1023(h)(1) provides that where the adjusted basis of carryover-basis property immediately before death reflects the adjusted basis of a marketable
bond or security on December 31, 1976, and where the fair market value
of the bond or security on December 31, 1976, exceeds its adjusted basis
on that date, then for purposes of determining gain there shall be an
increase in the carryover basis of the property by an amount equal to that
excess. Thus, the mechanics of finding the fresh start increase under
§1023(h)(2) -are simple. For example, if an item of carryover-basis property
is a marketable security which decedent acquired before January 1, 1977,
and which had on December 31, 1976, a fair market value of $100 and an
adjusted basis of $80, the amount of the fresh start increase in the basis of
the security is $20. If the adjusted basis remained $80 until death, the
carryover basis of the security would become $100 after the fresh start. This
is the proper result if the security were worth $100 or more at death. If its
value has declined between December 31, 1976, and death, the fresh start
increase would raise the carryover basis above the estate tax value. As
noted above, this problem probably will be cured by a technical amendment which provides that the fresh start increase shall not raise the car24
ryover basis above the estate tax value.
Section 1023(h)(2)(E)(i) provides: "The term 'marketable bond or security' means any security for which, as of December 1976, there was a
market on a stock exchange, in an over-the-counter market, or otherwise."
The Conference Report gives the following definition:
Marketable bonds or securities are securities which are listed on the New
York Stock Exchange, the American Stock Exchange, or any city or regional exchange in which quotations appear on a daily basis, including
foreign securities listed on a recognized foreign national or regional exchange; securities regularly traded in the national or regional over-thecounter market, for which published quotations are available; securities
locally traded for which quotations can readily be obtained from established brokerage firms; and units in a common trust fund. The value of
122.
123.
124.

I.R.C. §1023(h)(1).
I.R.C. §1023(h)(2).
See discussion at note 112, supra.
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such securities is to be determined using the normal methods of valuation
for estate and gift tax purposes.'2
The bonds and securities described are all fungible property which are
bought and sold in some sort of established market, and in most cases their
value can be found mechanically and accurately. With the exception of
units in a common trust fund, the rules for the valuation of marketable
bonds and securities are set out in the estate and gift tax regulations. 26 As
a general matter these rules provide that where there is a market in a bond
or a security, the fair market value of the bond or security on the valuation
date is the mean between the high and low selling price (or if no prices are
available, its bid and asked price) on the valuation date (or if none, within
a reasonable period of the valuation date).'2
As the establishing of the December 31, 1976, value of an unlisted security may become more difficult as time passes, it is advisable to obtain
evidence of such value as soon as possible after that date. For estate tax
valuation purposes, the Regulations provide: "If quotations of unlisted
securities are obtained from brokers, or evidence as to their sale is obtained
from officers of the issuing companies, copies of the letters furnishing such
quotations or evidence of sale should be attached to the return.' ' 28 The
Service will probably require such letters for fresh start valuation purposes,
and they may be hard to get ten or twenty years from now.
In some circumstances the general estate and gift tax valuation rules will
not establish the true fair market value of what is apparently a marketable
security.'2 This discrepancy can happen when a true market does not
actually exist, as when the sales are not at arms length or are too sporadic
to establish value.'1 Also, the security being valued may be part of such a
large block in relation to the number of shares generally traded that the
shares could not be sold without depressing the market.' In these cases
valuation is no longer mechanical and requires expert interpretation. It
would therefore be appropriate to find the fresh start increase for such
securities under §1023(h)(2), which is supposed to cover situations in
which the fair market value as of December 31, 1976, cannot be found by
purely mechanical means. 3 2 If the owner feels that the general valuation
rules do not establish true fair market value of a security on December 31,
1976, he should gather and keep evidence of this fact as soon as possible
after December 31, 1976.
125. H. CONF. REP. No. 1515, supra note 10, at 613.
126.

Treas. Reg. §§20.2031-2 and 25.2512-2 (1974).

127. Id.
128.
129.

Treas. Reg. §§20.2031-2(b)(1) and 25.2512-2(b)(1) (1974).
Treas. Reg. §§20.2031-2(e) and 25.2512-2(e) (1958).

130. Id.
131. Id.
132. H. CONF. REP. No. 1515, supra note 10, at 612.
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Included in the Conference Report's definition of marketable securities
are units in a common trust fund. A common trust fund is a fund maintained by a bank for the collective investment of funds held by it as a
trustee, executor, administrator or guardian, and which is operated under
the rules and regulations of the Comptroller of the Currency.'33 Upon entry
into the fund a participating trust, estate or guardianship receives a unit
of participation in the common fund which is proportionate to the value
of the funds that it contributes.'34 The bank must value the fund at least
four times a year, and withdrawal from the fund (cashing in of the unit of
participation) can be made only on the basis of such valuation.' 35 Notice
of intention to withdraw must be made before the valuation date, and
withdrawal can be made only as of the valuation date.'36 To allow full
advantage to be taken of the §1023(h)(1) fresh start, a bank maintaining
a common trust fund should keep records of the fair market value of the
various units of participation on December 31, 1976, and of their adjusted
bases. "

. The Conference Report's list of what constitutes marketable bonds and
securities could be read as though it were intended to be complete and
exclusive. However, the inclusion of units in a common trust within the
definition may expand the scope of the definition in a beneficial way. The
fair market value on any given date of the bonds and securities described
in the definition can be readily and mechanically determined. A unit in a
common trust fund, however, is unlike the other securities described in the
definition because it is not "traded" in a general market, but rather in a
market which has only the bank as buyer. The bank does represent a solid
market, but it still represents a one-buyer market. Therefore, it would
seem logical to extend the definition to cover other "securities" which have
a mechanically determinable fair market value and for which the owner
has a generally guaranteed market composed of one buyer. The most obvious example of such a security is a share in an open-end mutual fund,'3
and there is no reason not to treat such shares as marketable securities
covered by §1023(h)(1). The definition can also be logically extended to
cover statutory employee stock options to buy marketable securities, and
perhaps even to close corporation stock covered by a buy-sell agreement.
The fair market value of a statutory employee stock option on December
31, 1976, is the value of the underlying share of stock less the exercise price
of the option. 3 ' The value of the option is therefore as mechanically deter133.
134.
135.
136.
137.
138.
139.

I.R.C. §584(a).
12 C.F.R. §9.18(b)(3) (1977).
12 C.F.R. §9.18(b)(4) (1977).
Id.
See Treas. Reg. §1.584-4 (1960).
See Treas. Reg. §20.2031-8(b) (1963).
Rev. Rul. 196, 1953-2 CuM. BuLL. 178.
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minable as the value of the underlying marketable security. However, if
the fresh start increase in the adjusted basis of the option, or of stock
acquired by exercise of that option, is to be computed under §1023(h)(1),
the option itself must qualify as a marketable security. 40 If the definition
of a marketable security were limited to the type of security which is
bought and sold in a market like a stock exchange, the option would not
qualify because by definition it cannot be so traded.'' It would seem,
however, that the issuer of the stock option acts as a one-buyer market in
the same way the bank does with respect to units of participation in a
common trust fund, and therefore, the option can be logically brought
under the definition of a marketable security. Furthermore, computing the
fresh start for marketable stock acquired by exercise of a statutory option
before December 31, 1976, under §1023(h)(1), while computing the increase for stock acquired by exercise after December 31, 1976, under
§1023(h)(2), is not only illogical, but contravenes the express congressional
purpose behind the enactment of §421(c)(3).'
While going considerably beyond the specific types of securities enumerated in the definition of "marketable security" in the Conference Report,
it would be quite logical to include within that definition stock in a close
corporation which is covered by an effective buy-sell agreement on December 31, 1976.' Such stock has a mechanically determinable price and is
"traded" in an established, albeit limited-buyer market. It is therefore at
least arguably analogous to units in a common trust fund. If the Regulations require the person responsible for computing the carryover basis of
the stock to disclose to the Service the fact that the stock was covered by
a buy-sell agreement on December 31, 1976, there should be little problem
with taxpayers using the buy-sell price when helpful and ignoring it when
not. Furthermore, as the contract price on December 31, 1976, will generally reflect the fair market value of the stock on that date,' in most cases
it will be more accurate to compute its fresh start increase under
§1023(h)(1) than under the special rule of §1023(h)(2). If the Regulations
defining the term "marketable securities" closely follow the letter of legislative history, however, they probably will not even mention close corpora140. I.R.C. §1023(h)(1) is used where the carryover-basis property reflects the adjusted
basis of a marketable security on December 31, 1976, and not the value of the security on
that date.
141. I.R.C. §§422(b)(6); 423(b)(9) and 424(b)(2).
142. See discussion at note 79, supra.
143. See Treas. Reg. §20.2031-2(f) (1958).
144. If the potential buyers do not have the financial ability to honor their contract
committment on December 31, 1976, the contract price will not reflect the fair market value
of the stock on that date. This possibility should not prevent the use of subsection (h)(1) with
respect to such stock, however, because even securities traded on a national exchange may
not always be valued by the normal estate and gift tax valuation rules. See Treas. Reg.
§20.2031-2(e) (1958).
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tion stock, and a taxpayer may wish to apply to the courts on this point
in an apporpriate case.
Section 1023(h)(2). Property other than Marketable Bonds and
Securities. The fair market value of most property on any given date is
not easily found, but the determination of the fresh start increase requires
that the fair market value of all types of property on December 31, 1976,
be known. To avoid the need for appraisals, §1023(h)(2) sets out a method
which must be used in finding the appreciation existing on December 31,
1976, in all property other than marketable bonds and securities.4 5 The
method must be used even if the actual value of the property on December
31, 1976, can be established.' The method is based on the arbitrary assumption that appreciation occurs at an even rate between the date of
purchase and the date of death. This is so whether the appreciation is true
appreciation arising from an actual increase in value of the property, or
"tax appreciation" arising from a decline in value at a rate less than the
rate. of tax depreciation taken, so that the adjusted basis of the property
is less than its fair market value.
The increase under the special rule of §1023(h)(2) is allowed for
carryover-basis property which reflects the adjusted basis of property on
December 31, 1976, if the fair market value of the carryover basis property
at death exceeds its adjusted basis on that date." 7 The first step in finding
the increase is the finding of an amount equal to the difference between
the fair market value and the adjusted basis of the property at the date of
death.'"8 From this amount the depreciation, depletion or amortization
taken over the entire holding period of the property is subtracted. The
resulting amount generally represents the true appreciation or depreciation in the value of the property, and it generally will be the fair market
value of the property at death less original cost. 50 If there has been a
decline in the value of the property after its purchase, this figure for true
appreciation will be a negative number. The true appreciation is multiplied by the applicable fraction determined under §1023(h)(2)(c). The
145. H. CONF. REP. No. 1515, supra note fO, at'6'12.
146. Id.
147. For this purpose, the fair market value and the adjusted basis of the property are to
be determined at the date of death, even if the executor elects to use the alternate valuation
date under I.R.C. §2032. If real property is valued under I.R.C. §2032 A, however, the special
value must be used in finding the fresh start increase. H. CONF. REP. No. 1515, supra note
10, at 613.
148. I.R.C. §1023(h)(2)(B)(i).
149. Id. The term "holding period" is defined in I.R.C. §1023(h)(2)(E)(ii), which provides: "The term 'holding period' means, with respect to any carryover property, the period
during which the decedent (or, is any other person held such property immediately before
the death of the decedent, such other person) held such property as determined under section
1223; except that such period shall end on the date of the decedent's death."
150. H. CONF. REP. No. 1515, supra note 10, at 613.
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numerator of this fraction is the number of days during which the property
is held before January 1, 1977, and the denominator is the total number
of days during which the property is held. 5' The result of this multiplication represents the pro rata appreciation or depreciation in value which is
presumed to have taken place before January 1, 1977. To this figure is
added the depreciation, amortization, or depletion allowed or allowable
during the holding period before January 1, 1977,152 and the resulting sum
is the amount of the fresh start increase. The operation of §1023(h)(2) can
be shown by the following two examples.
In the first example assume that on January 1, 1976, for $1,000 the
decedent bought depreciable property with a ten year life and no salvage
value. She used the straight-line method of depreciaton and took depreciation deductions of $100 per year. She died on December 31, 1978, when the
property had a fair market value of $1,300 and an adjusted basis of $700.
The applicable fraction under §1023(h)(2)(c) is:
366
1,096

(days before 1/1/77)

1/3153

(total days held)

The computation under §1023(h)(2) is:
value at death
adjusted basis at death

less

$1,300
700

less

600
300

total depreciation taken

300

true appreciation

times

1/3

applicable fraction

plus

100
100

appreciation attributed to pre-1977 period
depreciation allowed before 1/1/77

200

fresh start increase

Under the general assumption that underlies §1023(h)(2), the actual
appreciation in the asset is deemed to have occurred at an even rate over
its holding period. In the above example the asset is deemed to have
increased in value at a rate of $100 per year (appreciation of $300 over three
years). The fair market value of the asset on December 31, 1976, would
therefore be deemed to be $1,100 ($1,000 cost plus $100 appreciation). As
151.
152.
153.
such a

See I.R.C. §1023(h)(2)(E)(ii) for the definition of the term "holding period."
I.R.C. §1023(h)(2)(B)(ii).
The actual fraction is .33394, and it is possible that the Regulations will not allow
cavalier rounding of numbers.
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a $100 depreciation deduction was allowed during 1976, the adjusted basis
of the property on December 31, 1976, would be $900, and the basis increase that §1014(a) would have provided if decedent had died on December 31, 1976, would have been $200 ($1,100 fair market value less $900
adjusted basis), which is the amount of the fresh start increase.
In the second example, assume that decedent purchased depreciable
property with a ten year life for $1,000 on January 1, 1976. She used the
double declining balance method of depreciation, taking depreciation deductions of $200 in 1976, $160 in 1977 and $128 in 1978. She died on
December 31, 1978, when the property had a fair market value of $700 and
an adjusted basis of $513. As in the first example, the applicable fraction
is 1/3. The computation is:

less

$700
512

less

188
488

times
plus

(300)
1/3
(100)
200
100

fair market value at death
adjusted basis at death
total depreciation taken
true appreciation
applicable fraction
appreciation attributable to pre-1977 period
depreciation allowed before 1/1/77
fresh start increase

The property is presumed to have declined in value at a rate of $100 per
year (total decline of $300 over three years), giving it a fair market value
on December 31, 1976, of $900 ($1,000 cost less $100 decline). Because $200
in depreciation was taken during 1976, the adjusted basis of the property
on December 31, 1976, is $800. If the decedent had died on December 31,
1976, the increase in the basis of the property under §1014(a) would have
been $100 ($900 fair market value less $800 adjusted basis), which is the
amount of the fresh start increase.
Sections 1023(c) and 1015(d)(6) Increase for Estate and Gift Taxes Attributable to Appreciation
Since the basis increases provided in §1023(c) and §1015(d)(6) serve the
same purpose and are basically determined in the same way, they are
examined together. The purpose behind the two provisions will be discussed first, and then the actual operation of each will be separately described.
Purpose. Since 1921, §1015 and its predecessors have provided that
the donor's basis in gift property is carried through to the donee. Subsection (d) was added to §1015 in 1958 to allow an increase in this basis for
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any federal gift tax paid with respect to the property.'54 The increase was
allowed because Congress felt the gift tax represented a "cost" incurred in
transferring the property from the donor to the donee.' 5 It is true that the
gift tax does represent a cost incurred in transferring the property, but it
is the only type of cost that can never be reflected in the value of the
property for gift tax purposes. As a result, if the effective income tax rate
of the donor and the donee were the same, it would always produce less
total tax (gift tax plus income tax) if the donor gave the property to the
donee, who then sold it, than it would if the donor sold it and gave the
proceeds to the donee.'15
The treatment of federal transfer taxes as a "cost" of the transferred
property was dropped in the Tax Reform Act of 1976. In §1023(c) and
§1015(d)(6), Congress provided that the basis of transferred property shall
be increased only by the transfer tax attributable to appreciation in the
property. The House Report accompanying the amendment to §1015 explains this approach as follows:
The purpose of the increase in basis for gift taxes paid on the gift is to
prevent a portion of the appreciation in the gift (equal to the gift tax
imposed on the appreciation) from also being subject to income tax, that
is, to prevent the imposition of a tax on a tax. However, existing law is
too generous in that it permits the basis of the gift property to be increased
by the full amount of the gift tax paid on the gift and not just the gift tax
attributable to the appreciation at the time of the gift.' 57
The "tax on a tax" is the estate or gift tax which falls on that part of
appreciation which may be paid as income tax on the eventual sale of the
transferred property. For example, assume that A gives property with a fair
market value of $1,000 and an adjusted basis of $600 to B, paying a gift
tax of $250 on the gift (the effective gift tax rate is 25%). Without a
§1015(d)(6) basis increase, B will realize a gain of $400 on a sale of the
property for $1,000 ($1,000 amount realized less $600 adjusted basis). If his
effective income tax rate on the gain from the sale were 25%, the tax on
154. §43, Technical Amendments Act of 1958, Pub. L. No. 85-866, 72 Stat. 1606 (1958).
155. S. REP. No. 1983, 85th Cong., 2d Sess. (1958), reprinted in [1958] U.S. CODE CONG.
& AD. NEWS 4791, 4859.
156. For example, assume that A and B have effective income tax rates of 25%. A gives
property with a fair market value of $1,000 and an adjusted basis of $600 to B, paying a gift
tax of $250. Under I.R.C. §1015(d)(1), the basis of the property would become $850 ($600
original basis plus $250 gift tax) in B's hands. B would incur a gain of $150 on a sale of the
assets for $1,000. Her income tax on this gain would be $37.50, producing a total tax with
respect to the property of $287.50 ($250 gift tax plus $37.50 income tax). If A had sold the
property, he would have had a gain of $400 ($1,000 amount realized less $600 adjusted basis),
and he would have paid $100 in income tax on this gain. If the effective gift tax rate remained
25%, he would then pay a gift tax of $225 on the net gift to B of $900. This would produce a
total tax with respect to the property of $325 ($100 income tax plus $225 gift tax).
157. H.R. REP. No. 1380, supra note 12, at 44.
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the sale would be $100. A's gift to B can therefore be broken into the $900
that B gets to keep and the $100 that he has to pay as income tax. A gift
tax of $25 has been paid on the $100 that goes out as income tax and
therefore represents a tax on a tax. As the donor could avoid the tax on a
tax by selling the property, paying any tax due on the gain, and then
making a net gift, and as the making of a gift is not treated as requiring
the realization of appreciation in the property, it follows that the donor
should be able to make a gift of the whole property without the imposition
of a tax on a tax.
Section 1015(d)(6) (and also §1023(c)) avoids the tax on a tax by in
effect rebating a part of the income tax ultimately due by an amount equal
to the gift tax which falls on the part of the gift which turns out to be
income tax. It achieves this by providing a basis increase equal to the gift
tax on appreciation. The effect of the increase is to reduce income from a
sale by an amount equal to the increase. The tax reduction effect of the
increase is equal to the amount of the increase times the effective income
tax rate applicable to the gain arising at the time of the sale. The amount
of the increase is the gift tax on appreciation, which equals the effective
gift tax rate times the appreciation. The effect of the increase, then, is to
reduce income tax arising from the sale by an amount equal to the effective
income tax rate times the appreciation existing at the time of the gift. The
gift tax of the income tax ultimately due is also equal to the effective gift
tax rate (whatever it turns out to be) times the appreciation existing at the
time of the gift. Thus, the basis increase results in a reduction of income
taxes from the sale by an amount equal to the gift tax that falls on that
part of the property that becomes income tax.
In the above example, A gave to B property with a fair market value of
$1,000 and an adjusted basis of $600, paying a gift tax of $250. The amount
of the increase provided in §1015(d) (6) is found by multiplying $250, the
gift tax paid with respect to the whole property, by a fraction, the numerator of which is $400, the appreciation in the property ($1,000 fair market
value less $600 adjusted basis), and the denominator of which is $1,000,
the amount of the gift.' This results in an increase of $100, raising the
basis of the property in the hands of B to $700. Upon the sale at $1,000, B
realizes gain of $300 ($1,000 amount realized less $700 adjusted basis), and
at his effective income tax rate of 25%, he will pay a tax of $75 on this gain.
Without the increase, the tax on the sale was $100, and the gift tax attributable to this tax was $25. With the §1015(d)(6) increase, the income tax
is reduced from $100 to $95, thus giving the $25 back in reduced income
tax.
The increase generally achieves its purpose if the value of the transferred
property remains level or increases between the times of transfer and sale.
158.

See discussion at note 203, infra.
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It begins to break down, however, in case of a decline in value. If B had
sold the property in the above example for $700, he would have no gain or
loss, and therefore no income tax, on the sale. Thus, the gift tax on the
full value of the gift could not have fallen on a part which ultimately
became income tax, and yet the basis was increased by $100 to avoid this
anticipated tax on a tax. If B had sold the property for $600, he would
actually have a $100 loss, all of which arose from a basis increase intended
to avoid the tax on a tax.
To correct the problem, the statute would have to provide that an increase allowed under §1015(d)(6) or §1023(c)"5 ' shall be decreased at the
time of sale if the gain realized at the time of sale is less than the appreciation existing at the time of the transfer of the property to the seller. The
new increase would be the total increase multiplied by a fraction, the
numerator of which would be an amount equal to the difference between
the appreciation existing at the time of transfer and the decline in value
between the transfer and the sale, and the denominator of which is the
appreciation existing at the time of transfer. The effect of the cutdown
would be to assign proportionate parts of the decline in value to the basis
and the appreciation in the property and therefore to proportionately reduce the amount of gift tax that is treated as falling on the hypothetical
income tax within the value of the property. If in the example B had sold
the property for $700, the adjusted §1015(d)(6) increase would be $25 $100 increase times $100 ($400 appreciation at transfer less $300 decline
in value) over $400 appreciation at the time of transfer. This would leave
an adjusted basis for the sale of $625 - $600 donor's basis plus $25 increase. The gain from the sale would be $75, and if B's tax rate were 25%,
his tax would be $18.75. If there had been no increase, H's basis would have
been $600, producing a $100 gain and a $25 tax on the sale. Since the
effective gift tax rate on the transfer from A to B was 25%, the gift tax on
the income tax would be $6.25 (25% times $25). This is the amount by
which B's income tax would be reduced by use of the increase after the
cutdown ($25 tax without increase less $18.75 tax with increase after cutdown).
The provision for a cutdown like the one described above might introduce (or further increase) an unacceptable level of complexity into §1015
and §1023. However, the use of an increase provided in §1015(d)(6) or
§1023 should at least be limited to the determination of gain from a later
sale. There is absolutely no reason to allow an increase provided to avoid
the imposition of a transfer tax on an income tax to create a loss with
respect to the income tax.
159. The same problem also exists with respect to the increase allowed under I.R.C.
§1023(e).

1977]

7R.C. §1023 AND §1015(d)(6)

The absolute nature of the increase can also create several problems with
respect to depreciable property. For example, if the increase raised the
basis of the depreciable property from $600 to $700, and if the donee or the
beneficiary holds the property and depreciates it until it is worthless and
then throws it away, he will have depreciation deductions of $700.' 0 Yet
$100 of those deductions come from a basis increase designed to avoid the
imposition of a transfer tax on an income tax which never was imposed.
To avoid this, depreciation of transferred property should not be allowed
in an amount in excess of the adjusted basis of the property in the transferee's hands less the increase allowed under §1015(d)(6) or §1023(c).
A second problem arises with respect to recapture of depreciation.", For
example, assume that A bought depreciable, §1245 property' 2 for $1,000
and immediately gave it up to B. Since there is no appreciation at the time
of the gift, there would be no basis increase under §1015(d)(6), and B's
basis in the property would be $1,000. B was allowed depreciation deductions of $200 over the next two years, reducing his adjusted basis in the
property to $800."13 His effective income tax rate for this period was 25%,
producing an overall tax savings from the deductions of $50 (25% times
$200). At the end of the two-year period, the donor A died, and the value
of the property was included in his gross estate as a gift in contemplation
of death."' The estate tax value of the property was $1,000.
If B had sold the property the day before A's death for $1,000, the
property would not be carryover-basis property," 5 and its adjusted basis
would not receive a §1023(c) increase. His gain from the sale would therefore be $200 ($1,000 amount realized over $800 adjusted basis), and all this
gain would be ordinary income under the recapture rules of § 1245(a)(1). If
his effective income tax rate were still 25%, his tax on the sale would be
$50. He would therefore "pay the government back" the $50 tax reduction
that he received for depreciation deductions taken for depreciation that
did not in fact occur.'
If B had held the property at A's death, however, it would be carryoverbasis property. The net appreciation in the property would be $200, the
amount by which the estate tax value of the property ($1,000 exceeds its
adjusted basis immediately before death ($800).111 If the effective estate
tax rate applicable to A's estate were 25%, an increase in the carryover
160. I.R.C. §167.
161. I.R.C. §1245 and §1250.
162. I.R.C. §1245(a)(3).
163. I.R.C. §1016(a)(2).
164. I.R.C. §2035.
165. I.R.C. §1023(b)(2)(D).
166. See generally S. REP. No. 1881, 87th Cong., 2d Sess. (1962), reprinted in [1962] U.S.
CODE CONG. & AD. NEws 3304, 3398, which explained §13 of the Revenue Act of 1962, Pub.
L. No. 87-834, 76 Stat. 960, adding §1245 to the Internal Revenue Code.
167. I.R.C. §1023(f)(2).
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basis of the property of $50 would be allowed under §1023(c) (25% times
$200 appreciation), raising the total basis in the property to $850. Upon a
sale of the property for $1,000, B would recognize gain of $150, which would
be ordinary income under §1245(a)(1). At his effective income tax rate of
25%, B's tax on this income would be $37.50. However, the depreciation
deductions for depreciation that did not in fact occur produced a tax savings of $50. Thus, B would not have to pay back $12.50 of this $50 savings.
The reason for the above breakdown is that the income tax on recaptured
depreciation is not really a "tax" within the meaning of the term "tax on
a tax." It is an amount that has to be paid back to the government to offset
a prior, undeserved tax benefit. For example, if tax depreciation had followed true depreciation in the above example, there would have been no
tax benefit to B during the two years before death; since there was no
decline in value, there would be no depreciation deductions and therefore
no gain or loss on the sale. 60 The recapture provisions represent an attempt
to restore this balance between actual and tax depreciation, and the taxes
enacted under those provisions should be subject to transfer taxes." 9 The
statute should therefore provide that for the purposes of §1015(d)(6) and
of subsections (c) and (e) of §1023, the term "appreciation" does not include amounts which would be subject to recapture if the property were
sold on the applicable valuation date.
In generally describing the basis adjustments provided in subsections
(c), (d) and (e) of §1023, the House Report states: "It is also intended that
where property passes to an estate which has unrealized appreciation
which would have been subject to recapture (under sec. 1245 or sec. 1250)
if it had been sold by the decedent prior to his death, this element of
unrecapured appreciation is to be passed through to the beneficiary who
receives the property."'' 0 It is unclear whether this statement expresses a
general intention that the beneficiary will be subject to recapture, or that
the increases provided in subsections (c), (d) and (e) are not allowed to the
extent they reduce the amount of gain subject to recapture by the beneficiary. If the first interpretation applies, the statement is redundant, because the House Report had set out such a general intention in the earlier
general explanation of §1023.11' Furthermore, the second interpretation
would certainly avoid the problem described above. It would seem, however, that the statute itself, and not merely its legislative history, should
embody this rule.
168. There would be no change in the adjusted basis under I.R.C. §1016(a)(2) if no
depreciation had been allowed or allowable.
169. The difference between actual and tax depreciation is, of course, brought into income
by I.R.C. §§1001 and 1016. The effect of the recapture provisions is to subject this income to
taxation at ordinary rates.
170. H.R. REP. No. 1380, supra note 12, at 39.
171. Id. at 37.
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Operation of §1023(c). The increase provided in §1023(c) is available
for each item of appreciated carryover basis property which is subject to
Federal estate tax under §2001 or §2101. Appreciated carryover-basis property is carryover-basis property the estate tax value of which exceeds its
adjusted basis immediately before death"' as further adjusted under the
fresh start provisions of §1023(h).11 The §1023(c) increase is determined
on an asset by asset basis,'7 and the actual amount of the increase allowable with respect to a particular piece of property is determined by multiplying the net appreciation 5 in the asset by a fraction. The numerator of
the fraction is the net appreciation in the asset, and the denominator is
the estate tax value of all property in the estate which is subject to the
federal estate tax.
One effect of using a fractional method is that estate tax is attributed
to each item of property at the average effective estate tax rate applicable
to the estate as a whole. 7 ' A second effect is that the increase can never
77
raise the basis of the property above its estate tax value.
The term "federal estate taxes" means the taxes imposed under §2001
or §2101, reduced by any credits against the tax. 78 The term "state estate
taxes" means estate, inheritance, legacy, or succession taxes, for which the
estate is liable, and which are actually paid by the estate to any State or
the District of Columbia. "' If such taxes are paid by anyone other than the
estate, they may not be used in the §1023(c) computation. 0 They may,
however, qualify under §1023(e).
The purpose of the increase provided in §1023(c) is to avoid the imposition of an estate tax on that part of the appreciation in the property which
in effect may be eventually paid as income tax arising from a later sale of
the property. Since there is no need for this protection for property which
is not subject to the estate tax, the increase is allowed only with respect
to property which is subject to the tax. This generally includes the property
in the gross estate, but it does not include property with respect to which
an estate tax charitable' or marital 2 deduction is allowed. 83
172. I.R.C. §1023(f)(5).
173. I.R.C. §1023(c).
174. H.R. REP. No. 1380, supra note 12, at 39.
175. I.R.C. §1023(f)(2).
176. See H.R. REP. No. 1380, supra note 12, at 43.
177. If the asset were the only one in the estate, and if its estate tax value were completely
made up of appreciation (i.e., if its basis were zero), the fraction determined under I.R.C.
§1023(c) would be one, and as the estate tax rates are never greater than 100%, the basis
increase could never be greater than the estate tax value. Thus, insofar as it applies to the
increase provided in subsection (c), I.R.C. §1023(f)(1) is guilty of guilding the lily.
178. I.R.C. §1023(f)(3)(A).
179. I.R.C. §1023(f)(3)(B).
180. H.R. RFP. No. 1380, supra note 12, at 40.
181. I.R.C. §2055.
182. I.R.C. §2056.
183. I.R.C. §1023(f)(4).
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The House Report indicates that "[O]nly property that is actually used
to fund the charitable or marital bequest will be deemed to be [not]
'subject to tax'.'"" The House Report then gives an example in which the
decedent leaves the residue of his estate to his wife and states: "Property
in the residue that is used to pay administration expenses and estate taxes
does not qualify for the marital deduction and, consequently, such property is 'subject to tax' under this rule even though the property was originally part of the residue."'' 5
The language in the House Report raises the question of whether the
executor actually has the power to choose the assets which are "subject to
tax." For example, if the executor has the power to satisfy a pecuniary
marital deduction bequest and a taxable bequest by the distribution of
assets in kind, he may in actuality distribute "low appreciation" assets to
the spouse and "high appreciation" assets to the recipient of the taxable
bequest. The "low appreciation" assets are actually used to fund the marital bequest and therefore an argument can be made for treating the full
value of the "high appreciation" property which is distributed in satisfaction of the taxable bequest as being "subject to tax." If this type of selective distribution of assets were effective, it would result in the production
of a greater carryover basis for the total pool of assets used to satisfy the
taxable and nontaxable bequests than if some other mix of assets were
distributed, because it would attribute a greater part of the total estate tax
to the appreciation existing in pool. The estate tax falls on the taxable
value of the pool, however, and it results as much from the value of the
"low appreciation" assets as from the high. A mere choice by the executor
to fund the taxable bequest with high appreciation assets will not make
the full amount of the appreciation in the asset subject to the estate tax.
Since a part of the appreciation in a given asset is not subject to the estate
tax, the income tax which may be payable out of that part on a later
taxable sale will not have been subject to the estate tax, and there will be
no "tax on a tax" with respect to that part. Therefore, the purpose of
§1023(c) would indicate that only a part of the appreciation in each asset
should be treated as though it were subject to tax. To find the appreciation
in an asset which should be used in the §1023(c) computation, the actual
appreciation in the asset should be multiplied by a fraction, the numerator
of which is the estate tax value of the taxable bequests satisfied from the
pool, and the denominator of which is the estate tax value of the pool.
Furthermore, a §1023(c) increase based on proportionate appreciation
should be made in the basis of all appreciated assets in the pool, even those
which in fact are distributed to the spouse.
For example, assume that an executor was required to satisfy a marital
184.
185.

H.R. REP. No. 1380, supra note 12, at 40.
Id.
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deduction bequest of an amount equal to $250 and taxable bequest of an
amount equal to $750 from a pool of assets with an estate tax value of
$1,000. The pool was made up of two assets, the first with an estate tax
value of $750 and an adjusted basis, after fresh start, of $350; the second
with an estate tax value of $250 and an adjusted basis, after fresh start, of
$240.
The net appreciation deemed subject to tax in the first asset is $300. This
is found by multiplying $400, its actual net appreciation, by a fraction, the
numerator of which is $750 (the amount of taxable bequests to be satisfied
from the pool), and the denominator of which is $1,000 (the estate tax
value of the pool). If the effective estate tax rate were 25%, the increase
for the first asset would be $75 (25% times $300 net appreciation subject
to tax).
The net appreciation deemed subject to tax in the second asset is $7.50,
which is the $10 actual net appreciation multiplied by 3/4, the fraction
determined above. The amount of the increase would be $1.88 (25% effective estate tax rate times $7.50 net appreciation subject to tax). If the
second asset were used to satisfy the marital deduction bequest, its adjusted basis would still be increased by $1.88 because three-quarters of its
appreciation was actually subject to tax.
This interpretation is supported by an example in the legislative history.8' In the example it is assumed that a decedent who died in 1977 left
his entire estate to his spouse. The estate consisted of $390,000 worth of
stock with an adjusted basis of $39,000,87 and $10,000 worth of personal
effects with an adjusted basis of $50,000. The executor elected to except
the personal effects from carryover-basis property, 8 ' and therefore the
§ 1023(c) increase was not available to them. The marital deduction available to the estate was $250,000,189 leaving $150,000 subject to tax. The
House Report states: "Of the remaining $150,000, $3,750 ($10,000 multiplied by $150,000 divided by $400,000) is deemed to be personal effects.
Thus, the portion of the carryover basis property (i.e., the stock) which is
subject to tax is $146,250 ($150,000 minus $3,750)."'11) Thus, the House
Report required that proportionate parts of all property in the estate, both
carryover basis property and non-carryover basis property, be allocated to
the pool of assets deemed subject to estate tax. It would be logical to
assume that if the estate were made up of high appreciation and low
appreciation assets, the same sort of proportion and allocation would be
required.
186. Id. at 42.
187. H.R. RsP. No. 1380 antedates any provision for a fresh start. In a similar example,
however, the Staff Report determines the same basis of $39,000 by use of the fresh start. STAFF
REPORT, supra note 13, at 560.
188. I.R.C. §1023(b)(3).
189. I.R.C. §2056(c)(1)(A)(i).
190. H.R. REP. No. 1380, supra note 12, at 42, 43 (emphasis added).
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The House Report then required that the increase determined with respect to the amount of carryover basis property subject to tax ($146,250
worth of stock) be spread among the bases of all of the carryover-basis
property (the full $390,000 worth of stock).' The implication is that no
particular share was actually subject to tax any more than any other.'
This example involves a bequest to a surviving spouse in excess of the
maximum marital deduction, and it is perhaps intuitively obvious in that
situation that an executor should not be able to designate the assets which
fund the taxable part of the bequest and those which fund the nontaxable
part. However, the same logic applies to a situation when the executor
must divide a pool of assets between a surviving spouse and someone else.
In either case, no asset bears the estate tax any more than any other asset.
It can ultimately be argued that a specific bequest to an uncle is really
no more subject to tax than a specific bequest to a spouse. Both bequests
are part of the gross estate. The marital deduction is actually only a numerical part of the gross estate, and the fact that the decedent, instead of
the executor, chose to fund the bequest with a specific piece of property
does not mean that appreciation in that property was any less subject to
tax than the appreciation in any other item of property. However, there is
no indication in the legislative history that Congress intended to go this
far, and it would take some boldness on the part of Treasury to write
93
regulations which do.
The §1023(c) increase is available only with respect to property which
is subject to the federal estate tax under §2001 or §2101. Property may
escape the actual imposition of tax under these provisions because of the
small size of the decedent's taxable estate and yet still be subject to state
estate taxes. " ' If the property would have been taxed under §2001 or §2101,
but for the size of the taxable estate, it is subject to tax under those
sections. Therefore, an increase should be allowed with respect to any state
estate taxes which are paid and to which it is subject.
Only the net value of the property subject to a mortgage (the value of
the property, less the mortgage or indebtedness) is included in the gross
estate if the estate is not liable for the amount of the mortgage.' If the
estate is liable, the full value of the property is included, and the estate
receives an estate tax deduction for the amount of the mortgage." In the
191. Id. at 43.
192. The example does not indicate whether all of the shares of stock had equal bases.
193. In this regard, the Committee on Ways and Means stated: "It is the intent of your
committee that the Treasury Department will issue regulations providing rules for determining where property that is bequeathed to charity or the decedent's surviving spouse is not
'subject to tax' because it qualifies for the charitable and marital deduction." H.R. REP. No.
1380, supra note 12, at 40.
194. See, e.g., N.Y. TAx LAw §952 (McKinney, 1975).
195. Treas. Reg. §20.2053-7 (1958).

196. Id.
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first case only the net value of the property is its estate tax value, while in
the second, its full value is the estate tax value. Because §2053 deduction
is allowed for the debt in the second case, however, only the net value of
either piece of property will actually produce estate tax. The fictional
difference between the two types of property could make a difference in
determining the §1023(c) increase. 97' The numerator in the fraction used
to find the increase is the net appreciation in the asset, and net appreciation is generally the excess of the estate tax value of the property over its
adjusted basis immediately before death.'" If the estate is liable for the
amount of the mortgage on an item of property, the property's estate tax
value will be greater than its net value which actually gives rise to the
estate tax. To prevent the attribution of estate tax to what would be
artificial appreciation, Congress tried to provide in §1023(g)(4) that in
determining appreciation for purposes of computing the increase provided
in subsections (c), (d) or (e) of §1023, the estate tax value of property
subject to a mortgage shall in all cases be its actual estate tax value netted
by the amount of the mortgage.'" This would limit appreciation to the
amount by which the net value of the property (the amount that produces
estate tax) exceeds its adjusted basis. Unfortunately, § 1023(g) (4) provides:
"For purposes of subsections (c), (d) and (e), if - (A) there is an unpaid
mortgage on, or indebtedness in respect of, property, (B) such mortgage
or indebtedness does not constitute a liability of the estate, and (C) such
property is included in the gross estate undiminished by such mortgage or
indebtedness, then the fair market value of such property to be treated as
included in the gross estate shall be the fair market value of such property,
diminished by such mortgage or indebtedness." ' 00
Section 1023(g)(4) thus applies where the estate is not liable for the
mortgage. Where this is the case, netting is already acquired. 01 A special
rule is necessary only where the estate is so liable, and §1023(g)(4) is of no
help there. Congress will presumably soon correct this error, but until it
does so, an executor should take every advantage of it.
Operation of §1015(d)(6). Property acquired by gift generally has the
02
same basis in the hands of the donee as in the hands of the donor. Before
January 1, 1977, this basis was increased by an amount equal to the gift
tax paid on the property. 0 3 For gifts made after December 31, 1976, how197. It could also make a difference with respect to an increase determined under subsection (d) or (e).
198. I.R.C. §1023(f)(2).
199. H.R. REP. No. 1380, supra note 12, at 40, 41.
200. (Emphasis added). The term "fair market value" as used in I.R.C. §1023(g)(4)
means estate tax value. I.R.C. §1023(g)(1).
201. Treas. Reg. §20.2053-7 (1958).
202. I.R.C. §1015 (a).
203. I.R.C. §1015(d)(1).

MERCER LAW REVIEW

[Vol. 28

ever, §1015(d)(6) provides an increase in an amount equal to the gift tax
attributed to the property, multiplied by a fraction, the numerator of
which is the net appreciation in the value of the gift, and the denominator
of which is the amount of the gift.
The gift tax paid with respect to the gift will still be determined under
the rules set out in §1015(d)(2). If the gift were the only one made during
the quarter," ' all gift tax paid is attributable to it.05 If more than one gift
is made, the tax attributable to each gift is found by multiplying the total
gift tax paid by a fraction, the numerator of which is the amount of the
gift and denominator of which is total taxable gifts as defined in
§2503(a) .21 For this purpose, the amount of the gift is the total gift less
the $3,000 exclusion and any charitable or marital deduction.207 Thus, the
numerator of the fraction is that part of the gift that produces gift tax, and
the denominator is that part of the total gifts which produce the total gift
tax.
The numerator of the §1015(d)(6) fraction is the net appreciation in the
value of the gift,"" which is the amount by which the fair market value of
the gift exceeds the donor's adjusted basis immediately before the gift.",
The denominator of the fraction is "the amount of the gift. ' 210 For this
purpose, the term "the amount of the gift" means the full value of the gift.
Section 1015(d)(2) does define that term to mean the value of the gift
reduced by the $3,000 exclusion and the charitable and marital deductions,
but the application of this definition is limited by its own terms to use in
§1015(d)(2). Its use in the §1015(d)(6) fraction would make no sense because no single part of the total gift produces the gift tax arising from the
gift any more than any other part.
Section 1015(d)(6) does not contain a provision prohibiting the increase
in the basis of the gift property above its value at the time of the gift.
Because of the fraction used in finding the increase, however, no such
21
provision is necessary. '
Sections 1023(c) and (e) provide basis increases in the basis of carryoverbasis property for state estate and succession taxes which are attributable
to appreciation in property. The purpose of these provisions is to keep
these taxes from falling on amounts which represent potential income
taxes. Since the same potential "tax on a tax" can arise with respect to
204.
205.
206.
207.
208.

I.R.C.
Treas.
I.R.C.
I.R.C.
I.R.C.

§2501(a).
Reg. §1.1015-5(b)(1)(ii) (1963).
§1015(d)(2).
§1015(d)(2); Treas. Reg. §1.1015-5(b)(1)(ii) (1963).
§1015(d)(6)(A)(i).
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210.
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211.

See discussion at note 176, supra.
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state gift taxes attributable to appreciation,"' there would seem to be no
reason not to allow an increase for such taxes under §1015(d)(6).
Section 1023(d)-Aggregate Minimum Bases
Section 1023(d) provides that the aggregate bases of all carryover-basis
property may be increased to $60,000. The total amount of increase available under this subsection is the difference between $60,000 and the
amount of the aggregate basis of all carryover basis property, determined
after the adjustments provided in subsections (h) and (c) of §1023 are
made. The amount of the total increase allocated to a specific asset is
found by multiplying the total increase by a fraction, the numerator of
which is the net appreciation in the asset, and the denominator of which
is the net appreciation in all carryover basis property."' For the purposes
of §1023(d), the net appreciation in an asset is the amount by which the
estate tax value of the asset exceeds its adjusted basis immediately before
death, as further adjusted under subsections (h) and (c). 11 Thus, the increase is available only for appreciated assets, and as it may not be used
to raise the basis.of the asset above its estate tax value,2t 5 it is available
only to the extent of appreciation.
The aggregate basis of carryover-basis property includes the amount of
cash which is carryover-basis property. Under §1023(d)(2) the basis of
carryover-basis property which is a personal or household effect shall be
treated as not greater than the estate tax value of the property. The purpose of this rule is to relieve the executor of the potentially onerous duty
of finding the basis of such property in the decedent's hands if she can show
that the property declined in value after purchase."' Any personal or
household effects covered by an election under §1023(b)(3) will not be
carryover basis property, and therefore will not enter into the computation
under subsection (d). Because estates which can make use of §1023(d) wil
tend to be small, the combined effect of paragraphs (d)(2) and (b)(3) will
be to relieve the executor of a small estate of the burden of finding the
decedent's basis in his personal and household effects.
Section 1023(e)-Increase for Certain State Succession Taxes
Section 1023(e) sets out the final adjustment to the basis of carryoverbasis property allowed under §1023. It complements the increase allowed
under subsection (c) by providing an increase for any state succession
212.
213.
214.
215.
216.

See, e.g., N.Y. TAx LAw §1001, et seq. (McKinney 1975).
I.R.C. §1023(d)(1).
I.R.C. §1023(f)(2).
I.R.C. §1023(f)(1).
H.R. REp. No. 1380, supra note 12, at 41.
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taxes 217 which are attributable to the property. The increase therefore prevents the imposition of succession taxes on that part of the value of the
property which may be paid on Federal income taxes on a later sale of the
property.
The actual amount of the increase available for a piece of property is
found by multiplying the total succession taxes paid by the recipient by a
fraction, the numerator of which is the net appreciation in the property,
and the denominator of which is the estate tax value of all carryover basis
property subject to succession taxes which is received by the recipient."'
For the purposes of subsection (d), net appreciation is the estate tax value
before death, as further
of the property over its adjusted basis immediately
219
adjusted under subsections (h), (c) and (d).
Because they are virtually identical in purpose and operation, the discussion of subsection (c) generally applies to subsection (e). Thus, the
increase is available only with respect to property subject to tax.2 0 The
mortgage rule of § 1023(g) (4) is also applicable to subsection (e). 22 , Furthermore, the changes recommended with respect to subsection (c) are also
recommended for subsection (e).
V.

CONCLUSION

The scope of this article has been limited to a technical examination of
the new carryover basis rules, and the recommendations for change are
made within that context. It is unfortunate that a complex statute has
replaced a more simple one, but a carryover basis provision is almost
necessarily going to be more complex than a step up provision. There are
flaws that can be seen now in §1023, and more will undoubtedly become
evident in the future. The statute, however, represents a very new approach to a very important problem, and with the addition of the fresh
start adjustment, §1023 is basically a fair, effective way to implement a
carryover basis policy.
217. State succession taxes are defined as "the amount of estate, inheritance, legacy, or
succession taxes paid by the recipient of property with respect to that property to any State
or the District of Columbia for which the estate of the decedent is not liable." H.R. REP. No.
1380, supra note 12, at 42.
218. I.R.C. §1023(e).
219. I.R.C. §1023(f)(2).
220. H.R. REP. No. 1380, supra note 12, at 42.
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